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Notes 


The estimates for the various options shown in this report were completed in 
November 2018. They may differ from any previous or subsequent cost estimates for 
legislative proposals that resemble the options presented here. 

Unless this report indicates otherwise, all years referred to regarding budgetary outlays 
and revenues are federal fiscal years, which run from October 1 to September 30 and are 
designated by the calendar year in which they end. 

The numbers in the text and tables are in nominal (current-year) dollars. Those numbers 
may not add up to totals because of rounding. In the tables, for changes in outlays, revenues, 
and the deficit, negative numbers indicate decreases, and positive numbers indicate increases. 
Thus, negative numbers for spending and positive numbers for revenues reduce the deficit, 
and positive numbers for spending and negative numbers for revenues increase it. 

Some of the tables in this report give values for two related concepts: budget authority 
and outlays. Budget authority is the authority provided by federal law to incur financial 
obligations that will result in immediate or future outlays of federal government funds. 

The budget projections used in this report come from various sources. The 10-year 
spending projections, in relation to which the budgetary effects of spending options are 
generally calculated, are those in Congressional Budget Office, An Analysis of the President’s 
2019 Budget (May 2018, revised August 2018), www.cbo.gov/publication/53884. The 
10-year revenue projections, in relation to which the budgetary effects of revenue options 
are generally calculated, are those in Congressional Budget Office, The Budget and Economic 
Outlook: 2018 to 2028 (April 2018), www.cbo.gov/publication/53651; the exceptions are 
the revenue projections shown in Chapter 1, which are those in An Analysis of the President’s 
2019 Budget (May 2018, revised August 2018). The longer-term budget projections 
are those in Congressional Budget Office, The 2018 Long-Term Budget Outlook (June 
2018), www.cbo.gov/publication/53919. Budgetary results before 2019 reflect data from 
the Bureau of Economic Analysis and from Department of the Treasury, Bureau of the 
Fiscal Service, Final Monthly Treasury Statement of Receipts and Outlays of the United States 
Government for Fiscal Year 2018 Through September 30, 2018, and Other Periods (October 
2018), https://go.usa.gov/xPhhG (PDF, 592 KB). 

As referred to in this report, the Affordable Care Act comprises the Patient Protection 
and Affordable Care Act, the health care provisions of the Health Care and Education 
Reconciliation Act of 2010, and the effects of subsequent judicial decisions, statutory 
changes, and administrative actions. 

CBO’s website includes a search tool that allows users to filter options by major budget 
category, budget function, topic, and date (www.cbo.gov/budget-options). The website 
also includes previous editions of this report (https://go.usa.gov/xPdC9). 


www.cbo.gov/publication/54667 
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CHAPTER 




Introduction 


S ince 2007, federal debt held by the public has 
more than doubled in relation to the size of 
the economy, and it will keep growing signifi¬ 
cantly if the large annual budget deficits pro¬ 
jected under current law come to pass (see Figure 1-1). 
The Congress faces an array of policy choices as it 
confronts the challenges posed by such large and grow¬ 
ing debt. To help inform lawmakers, the Congressional 
Budget Office periodically issues a compendium of pol¬ 
icy options that would help reduce the deficit, reporting 
the estimated budgetary effects of those options and 
highlighting some arguments for and against them. 

This report, the latest in the series, presents 121 options 
that would decrease federal spending or increase fed¬ 
eral revenues over the next 10 years (see Table 1-1 on 
page 6). 1 Of those options, 112 are presented in the 
main body of the report, and most of those 112 would 
save $ 10 billion or more over that period. The remaining 
9 options are presented in an appendix and would gener¬ 
ally have smaller budgetary effects. 

The options in this report come from various sources. 
Some are based on proposed legislation or on the budget 
proposals of various Administrations; others come from 
Congressional offices or from entities in the federal 
government or in the private sector. The options cover 
many areas—defense, health, Social Security, provisions 
of the tax code, and more. The budgetary effects identi¬ 
fied for most of the options span the 10 years from 2019 
to 2028 (the period covered by CBO’s baseline budget 
projections), although many of the options would have 
longer-term effects as well. 2 


1. For the previous edition, see Congressional Budget 
Office, Options for Reducing the Deficit: 2017 to 2026 
(December 2016), www.cbo.gov/publication/52142. 

2. CBO’s most recent baseline budget projections underlie the 
analysis in Congressional Budget Office, An Analysis of the 

President’s 2019 Budget (May 2018, revised August 2018), 
www.cbo.gov/publication/53884. For additional discussion, see 


Chapters 2 through 4 present options in the following 
categories: 

■ Chapter 2: Mandatory spending, 

■ Chapter 3: Discretionary spending, and 

■ Chapter 4: Revenues. 3 

Each chapter begins with a description of budgetary 
trends for the topic area, a general discussion of the 
method underlying the estimates of budgetary effects, 
and an overview of the options in the chapter. Then the 
chapter offers individual entries for each option that 
provide background information; describe the option; 
discuss the estimated budgetary effects, the basis of those 
estimates, and the largest sources of uncertainty; and 
summarize arguments for and against the change. 

As a collection, the options are intended to reflect a 
range of possibilities, not a ranking of priorities or an 
exhaustive list. The inclusion or exclusion of any par¬ 
ticular option does not imply that CBO endorses it or 
opposes it, and the report makes no recommendations. 
The report also does not contain comprehensive budget 
plans; it would be possible to devise such plans by com¬ 
bining certain options in various ways (although some 
would overlap and would interact with others). 

CBO’s website includes a search tool that allows users to 
filter options by major budget category, budget function, 
topic, and date. That tool is regularly updated to include 
only the most recent version of budget options from var¬ 
ious CBO reports. Therefore, the tool currently includes 
all of the options that appear in this report. It also 


Congressional Budget Office, The Budget and Economic Outlook: 
2018 to 2028 (April 2018), www.cbo.gov/publication/53651. 

3. Options that would change health-related spending or revenues 
are divided among those three chapters. In several previous 
editions, such options were in a separate chapter. 
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Figure 1-1. 


Federal Debt Held by the Public 

Percentage of Gross Domestic Product 
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High and rising federal 
debt would reduce 
national saving and 
income in the long term; 
increase the government’s 
interest payments, thereby 
putting more pressure on 
the rest of the budget; limit 
lawmakers’ ability to 
respond to unforeseen 
events; and increase the 
likelihood of a fiscal crisis. 


Source: Congressional Budget Office. 

CBO’s most recent long-term projection of federal debt was completed in June 2018. See Congressional Budget Office, The 2018 Long-Term Budget 
Outlook (June 2018), www.cbo.gov/publication/53919. For details about the sources of data used for past debt held by the public, see Congressional 
Budget Office, Historical Data on Federal Debt Held by the Public (July 2010), www.cbo.gov/publication/21728. 

CBO’s projection generally reflects current law, following the agency’s 10-year baseline budget projections through 2028 and then extending most of 
the concepts underlying those baseline projections for the rest of the long-term projection period. 


includes options that were analyzed in the past, were not 
updated for this report, but remain informative. Those 
options were either in previous editions of this report 
or in different CBO reports analyzing specific federal 
programs or aspects of the tax code. 4 

The Current Context for 
Decisions About the Budget 

The federal budget deficit in fiscal year 2018 totaled 
$779 billion—3.8 percent of gross domestic product, or 
GDP (see Table 1-2 on page 10). 5 That deficit repre¬ 
sented an increase from the 2017 deficit, which equaled 


4. However, CBO has removed from the tool most options not 
included in this report that would modify provisions of the tax 
code, because the significant changes to provisions of the tax 
code in Public Law 115-97—originally called the Tax Cuts and 
Jobs Act and referred to as the 2017 tax act in this report—have 
rendered estimates for those options or the options themselves 
obsolete. 

5. Actual amounts for total revenues and outlays are available for 

2018. So are details regarding revenues. In contrast, details 
regarding outlays are available only through 2017. 


3.5 percent of GDP. 6 As a result, debt held by the public 
increased to 78 percent of GDP at the end of 2018— 
about 2 percentage points higher than the amount in 
2017 and the highest percentage since 1950. 

In accordance with law, CBO constructs its base¬ 
line projections of federal revenues and spending 
under the assumption that current laws will generally 
remain unchanged. In those projections, budget defi¬ 
cits rise to an average of 5.1 percent of GDP between 
2022 and 2025. That percentage has been exceeded 
in only five years since 1946; four of those years fol¬ 
lowed the deep 2007-2009 recession. After 2025, 
deficits dip—primarily because some tax provisions 
are scheduled to expire under current law, boosting 
revenues. Nevertheless, between 2026 and 2028, the 
projected deficit averages $1.4 trillion, or 4.8 percent of 


6. The increase was smaller than it would otherwise have been 

because October 1, 2017 (the first day of fiscal year 2018), fell on 
a weekend; as a result, certain payments that were to be made on 
that day were instead made in September, in fiscal year 2017. 












CHAPTER ONE: INTRODUCTION 


OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 3 


Figure 1-2. 

Revenues and Outlays 

Percentage of Gross Domestic Product 


Average Outlays, 



Revenues and outlays, 
measured as a percentage 
of gross domestic product, 
grow over the next decade 
in CBO’s projections. Both 
are above their 50-year 
averages by 2028. 


Source: Congressional Budget Office. 

The projected values shown are from Congressional Budget Office, An Analysis of the President’s 2019 Budget (May 2018, revised August 2018), 
www.cbo.gov/publication/53884. 


GDP—which is still well above its 50-year average of 
2.9 percent. In those years, revenues and outlays too are 
projected to be above their 50-year averages as measured 
in relation to GDP (see Figure 1-2). Significant growth 
in spending on retirement and health care programs— 
caused by the aging of the population and rising health 
care costs per person—and growing interest payments 
on federal debt drive much of the projected growth in 
spending over the coming decade. 

As deficits accumulate in CBO’s baseline projections, 
debt held by the public grows to 96 percent of GDP 
(or $29 trillion) by 2028. At that level, debt held by 
the public, measured as a percentage of GDP, would be 
more than twice its 50-year average. Beyond the 10-year 
period, if current laws remained in place, the pressures 
that contributed to rising deficits during the baseline 
period would accelerate and push up debt even more 
sharply. Three decades from now, for instance, debt held 
by the public is projected to be about twice as high in 
relation to GDP as it is this year—which would be a 
higher ratio than the United States has ever recorded. 7 


7. See Congressional Budget Office, The2018 Long-Term Budget 
Outlook (June 2018), www.cbo.gov/publication/53919. The 
long-term projections, which focus on the 30-year period 


Such high and rising debt would have serious con¬ 
sequences, both for the economy and for the federal 
budget. Federal spending on interest payments would 
rise substantially as a result of increases in interest rates, 
such as those projected to occur over the next few years. 
Moreover, because federal borrowing reduces national 
saving over time, the nation’s capital stock ultimately 
would be smaller, and productivity and income would 
be lower, than would be the case if the debt was smaller. 
In addition, lawmakers would have less flexibility than 
otherwise to respond to unexpected challenges, such 
as significant economic downturns or financial crises. 
Finally, the likelihood of a fiscal crisis in the United 
States would increase. Specifically, the risk would rise 
of investors’ becoming unwilling to finance the govern¬ 
ment’s borrowing unless they were compensated with 
very high interest rates. If that occurred, interest rates on 


ending in 2048, extend most of the concepts underlying the 
10-year projections for an additional 20 years, and they reflect 
the economic effects of projected fiscal policy over the 30-year 
period. For a discussion of how the federal budget and the 
nation’s economy would evolve under three alternative scenarios, 
see Congressional Budget Office, The Long-Term Budget Outlook 
Under Alternative Scenarios for Fiscal Policy (August 2018), 
www.cbo.gov/publication/54325. 
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federal debt would rise suddenly and sharply in relation 
to rates of return on other assets. 

Not only are deficits and debt projected to be greater 
in coming years; the United States is also on track to 
have a federal budget that will look very different from 
past budgets. In 2028, if current laws generally did not 
change, spending for all federal activities other than 
the major health care programs and Social Security 
would account for its smallest share of GDP in the past 
50 years. 8 And those major health care programs (partic¬ 
ularly Medicare) and Social Security would equal a much 
larger percentage of GDP than they have in the past. 
Furthermore, revenues would represent a larger share of 
GDP in 2028 than they generally have in the past few 
decades. 

Choices for the Future 

To put the federal budget on a sustainable long-term 
path, lawmakers would need to make significant pol¬ 
icy changes—allowing revenues to rise more than they 
would under current law, reducing spending for large 
benefit programs to amounts below those currently 
projected, or adopting some combination of those 
approaches. 

Lawmakers and the public may weigh several factors in 
considering new policies that would reduce budget defi¬ 
cits. What is an acceptable amount of federal debt, and 
how much deficit reduction is consequently necessary? 
How rapidly should such reductions occur? What is the 
proper size of the federal government, and what would 
be the best way to allocate federal resources? What types 
of policy changes would most enhance prospects for 
near-term and long-term economic growth? What would 
be the distributional implications of proposed changes— 
that is, who would bear the burden of particular cuts in 
spending or increases in taxes, and who would realize the 
economic benefits? 

The scale of changes in noninterest spending or reve¬ 
nues would depend on the target level of federal debt. If 
lawmakers set out to ensure that debt in 2048 matched 
its current level of 78 percent of GDP, cutting nonin¬ 
terest spending or raising revenues (or both) in each 

8. The major health care programs consist of Medicare, Medicaid, 
and the Children’s Health Insurance Program, along with 
federal subsidies for health insurance purchased through the 
marketplaces established under the Affordable Care Act and 
related spending. 


year beginning in 2019 by amounts totaling 1.9 percent 
of GDP (about $400 billion in 2019, or $1,200 per 
person) would achieve that result. Increases in revenues 
or reductions in noninterest spending would need to be 
larger to reduce debt to the percentages of GDP that are 
more typical of those in recent decades. For instance, 
if lawmakers wanted to lower the debt to 41 percent of 
GDP (its average over the past 50 years) by 2048, they 
could achieve that outcome by increasing revenues, cut¬ 
ting noninterest spending, or both by amounts totaling 
3.0 percent of GDP each year, beginning in 2019. (In 
2019, 3.0 percent of GDP would be about $630 billion, 
or $1,900 per person.) 9 

Regardless of the chosen goal for federal debt, lawmakers 
would face trade-offs in deciding how quickly to imple¬ 
ment policies designed to put federal debt on a sustain¬ 
able path. The benefits of reducing the deficit sooner 
would include a smaller accumulated debt, smaller 
policy changes required to achieve long-term outcomes, 
and less uncertainty about the policies that lawmak¬ 
ers would adopt. However, if lawmakers implemented 
spending cuts or tax increases too quickly, people might 
have insufficient time to plan for or adjust to the new 
system. By contrast, if policymakers waited several years 
to reduce federal spending or increase taxes, more debt 
would accumulate over the long term, which would slow 
long-term growth in output and income and ultimately 
require larger policy changes to reach any chosen target 
for debt. 10 

Caveats About This Report 

The ways in which specific federal programs, the bud¬ 
get as a whole, and the U.S. economy will evolve under 
current law are uncertain, as are the possible effects 
of proposed changes to federal spending and revenue 
policies. CBO’s projections, especially its projections of 
how the economy will evolve, are even more uncertain 
than usual this year, because they incorporate estimates 
of the economic effects of major recent changes in fiscal 
policy—and those estimates are themselves particularly 


9. Those changes to spending or revenues do not include economic 
feedback — that is, the effect on the budget from increases in 
economic growth and decreases in interest rates that result from 
reductions in deficits. The projected effects on debt, however, 
include both the direct effects of the policy changes and the 
resulting economic feedback. 

10. See Congressional Budget Office, The Deficit Reductions 
Necessary to Meet Various Targets for Federal Debt (August 2018), 
www.cbo.gov/publication/54181. 
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uncertain. CBO aims to formulate projections that fall 
in the middle of the distribution of possible outcomes. 

The estimates presented in this report could differ from 
cost estimates for similar proposals that CBO might 
produce later or from revenue estimates developed later 
by the staff of the Joint Committee on Taxation (JCT). 
One reason is that the proposals on which those esti¬ 
mates were based might not precisely match the options 
presented here. A second is that the baseline budget pro¬ 
jections against which such proposals would be measured 
might have changed and thus would differ from the 
projections used for this report. A third is that CBO has 
not yet developed specific estimates of secondary effects 
for some options. 

A fourth reason is that some proposals similar to options 
presented here would be defined as “major” legislation 
and thus would require CBO and JCT, to the extent 
practicable, to incorporate the budgetary impact of mac¬ 
roeconomic effects into cost estimates. (The Congress 
defines major legislation as either having a gross bud¬ 
getary effect, before macroeconomic effects are incor¬ 
porated, of 0.25 percent of GDP in any year over the 
next 10 years, or having been designated as such by the 
Chair of either Budget Committee. CBO projects that 
0.25 percent of GDP in 2028 would be $75 billion.) 
Those macroeconomic effects might include, for exam¬ 
ple, changes in the labor supply or private investment. 
Incorporating such macroeconomic feedback into cost 
estimates is often called dynamic scoring. The estimates 
presented in this report do not incorporate such effects. 

Many of the options in this report could be used as 
building blocks for broader changes. In some cases, 
however, combining various spending or revenue options 
would produce budgetary effects that would differ from 
the sums of those estimates as presented here because 
some options would overlap or interact in ways that 
would change their budgetary impact. Furthermore, 
some options are mutually exclusive. 

Some options discussed in this report are flexible enough 
to be scaled up or down, leading to larger or smaller 
effects on households, businesses, and the budget. This 
report presents estimates for some of those alternatives. 


However, some options, such as those that eliminate 
programs, could not be scaled up or down. 

Discretionary spending is controlled by annual appro¬ 
priation acts in which policymakers specify how much 
money will be provided for certain government programs 
in specific years. CBO’s baseline projections incorpo¬ 
rate the assumption that discretionary funding will 
not exceed caps imposed by the Budget Control Act of 
2011 (Public Law 112-25) and modified by subsequent 
legislation. To reduce projected deficits through changes 
in discretionary spending, lawmakers would therefore 
need to decrease the caps below their current levels or 
enact appropriations below those caps. The discretion¬ 
ary options in this report could be used either to reduce 
appropriations below the existing caps or to help comply 
with those caps. (Using the options merely to comply 
with existing caps would not reduce projected deficits.) 

The estimated budgetary effects of options do not reflect 
the extent to which the options would reduce inter¬ 
est payments on federal debt. Those savings may be 
included as part of a comprehensive budget plan (such 
as the Congressional budget resolution), but CBO does 
not generally make such calculations for individual 
pieces of legislation or for individual options of the type 
discussed here. 

Some of the estimates in this report depend on projec¬ 
tions of states’ responses to federal policy changes, which 
can be difficult to predict and can vary over time because 
of states’ changing fiscal conditions and other factors. 
CBO’s analyses do not attempt to quantify the impact of 
options on states’ spending or revenues. 

Some options might impose federal mandates on 
other levels of government or on private entities. The 
Unfunded Mandates Reform Act of 1995 requires CBO 
to estimate the costs of any mandates that would be 
imposed by new legislation that the Congress considers. 
(The law defines mandates as enforceable duties imposed 
on state, local, or tribal governments or the private 
sector, as well as certain types of provisions affecting large 
mandatory programs that provide funds to states.) In this 
report, CBO does not address the costs of any mandates 
that might be associated with the various options. 
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Table 1-1. 

Options for Reducing the Deficit 


Savings, 

Option 2019-2028 a 

Number Title (Billions of dollars) 


Mandatory Spending 

Option 1 Limit Enrollment in the Department of Agriculture’s Conservation Programs 3 to 10 

Option 2 Eliminate Title I Agriculture Programs 20 

Option 3 Reduce Subsidies in the Crop Insurance Program 4 to 21 

Option 4 Limit ARC and PLC Payment Acres to 30 Percent of Base Acres 10 

Option 5 Raise Fannie Mae’s and Freddie Mac’s Guarantee Fees and 

Decrease Their Eligible Loan Limits 3 to 12 

Option 6 Eliminate or Reduce the Add-On to Pell Grants, Which Is Funded With Mandatory Spending 31 to 62 

Option 7 Limit Forgiveness of Graduate Student Loans 12 to 32 

Option 8 Reduce or Eliminate Subsidized Loans for Undergraduate Students 7 to 22 

Option 9 Reduce or Eliminate Public Service Loan Forgiveness 9 to 22 

Option 10 Remove the Cap on Interest Rates for Student Loans 11 to 16 

Option 11 Adopt a Voucher Plan and Slow the Growth of Federal Contributions for the Federal Employees FHealth Benefits 

Program 35to37 b 

Option 12 Establish Caps on Federal Spending for Medicaid 162 to 703 

Option 13 Limit States’ Taxes on FHealth Care Providers 15 to 344 

Option 14 Reduce Federal Medicaid Matching Rates 55 to 394 

Option 15 Introduce Enrollment Fees Under TRICARE for Life 12 

Option 16 Introduce Minimum Out-of-Pocket Requirements Under TRICARE for Life 27 

Option 17 Change the Cost-Sharing Rules for Medicare and Restrict Medigap Insurance 44 to 116 

Option 18 Increase Premiums for Parts B and D of Medicare 40 to 418 

Option 19 Raise the Age of Eligibility for Medicare to 67 15 to 22 

Option 20 Reduce Medicare’s Coverage of Bad Debt 12 to 39 

Option 21 Require Manufacturers to Pay a Minimum Rebate on Drugs Covered Under Part D of Medicare for Low-Income 

Beneficiaries 154 

Option 22 Modify Payments to Medicare Advantage Plans for FHealth Risk 47 to 67 

Option 23 Reduce Quality Bonus Payments to Medicare Advantage Plans 18 to 94 

Option 24 Consolidate and Reduce Federal Payments for Graduate Medical Education at Teaching Hospitals 34 to 40 

Option 25 Convert Multiple Assistance Programs for Lower-Income People Into Smaller Block Grants to States 88 to 247 

Option 26 Eliminate Subsidies for Certain Meals in the National School Lunch, School Breakfast, and Child and Adult Care 

Food Programs 11 

Option 27 Reduce TANF’s State Family Assistance Grant by 10 Percent 13 

Option 28 Eliminate Supplemental Security Income Benefits for Disabled Children 100 b 

Option 29 Link Initial Social Security Benefits to Average Prices Instead of Average Earnings 77 to 121 

Option 30 Make Social Security’s Benefit Structure More Progressive 7 to 36 

Option 31 Raise the Full Retirement Age for Social Security 28 

Option 32 Require Social Security Disability Insurance Applicants to Have Worked More in Recent Years 50 

Option 33 Eliminate Eligibility for Starting Social Security Disability Benefits at Age 62 or Later 20 

Option 34 Narrow Eligibility for Veterans’ Disability Compensation by Excluding Certain Disabilities Unrelated to Military Duties 4 to 33 

Option 35 End VA’s Individual Unemployability Payments to Disabled Veterans at the Full Retirement Age for Social Security 7 to 48 

Option 36 Reduce VA’s Disability Benefits to Veterans Who Are Older Than the Full Retirement Age for Social Security 11 

Option 37 Narrow Eligibility for VA’s Disability Compensation by Excluding Veterans With Low Disability Ratings 6 to 38 

Option 38 Use an Alternative Measure of Inflation to Index Social Security and Other Mandatory Programs 202 


Continued 
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Table 1-1. Continued 

Options for Reducing the Deficit 

Savings, 

Option 2019-2028 3 

Number Title (Billions of dollars) 


Discretionary Spending 

Option 1 Reduce the Department of Defense’s Budget 248 to 517 

Option 2 Reduce DoD’s Operation and Maintenance Appropriation (Excluding Funding for the Defense Health Program) 70 to 195 

Option 3 Cap Increases in Basic Pay for Military Service Members 18 

Option 4 Replace Some Military Personnel With Civilian Employees 14 

Option 5 Cancel Plans to Purchase Additional F-35 Joint Strike Fighters and Instead Purchase F-16s and F/A-18s 13 

Option 6 Stop Building Ford Class Aircraft Carriers 10 

Option 7 Reduce Funding for Naval Ship Construction to Historical Levels 50 

Option 8 Reduce the Size of the Nuclear Triad 8 to 9 

Option 9 Cancel the Long-Range Standoff Weapon 11 

Option 10 Defer Development of the B-21 Bomber 32 

Option 11 Modify TRICARE Enrollment Fees and Cost Sharing for Working-Age Military Retirees 11 b 

Option 12 Reduce the Size of the Bomber Force by Retiring the B-1B 17 

Option 13 Reduce the Size of the Fighter Force by Retiring the F-22 27 

Option 14 Cancel the Ground-Based Midcourse Defense System 18 

Option 15 Reduce the Basic Allowance for Housing to 80 Percent of Average Housing Costs 15 b 

Option 16 Cancel Development and Production of the New Missile in the Ground-Based Strategic Deterrent Program 24 

Option 17 Reduce Funding for International Affairs Programs 116 

Option 18 Reduce Appropriations for Global Health to Their Level in 2000 57 

Option 19 Eliminate Human Space Exploration Programs 89 

Option 20 Reduce Department of Energy Funding for Energy Technology Development 3 to 16 

Option 21 Eliminate Funding for Amtrak and the Essential Air Service Program 2 to 20 b 

Option 22 Limit Highway and Transit Funding to Expected Revenues 116 

Option 23 Eliminate the Federal Transit Administration 87 

Option 24 Increase the Passenger Fee for Aviation Security 21 

Option 25 Eliminate Federal Funding for National Community Service 9 

Option 26 Eliminate Head Start 92 

Option 27 Tighten Eligibility for Pell Grants 3 to 86 b 

Option 28 Increase Payments by Tenants in Federally Assisted Housing 21 

Option 29 Reduce Funding for the Housing Choice Voucher Program or Eliminate the Program 9 to 125 

Option 30 End Enrollment in VA Medical Care for Veterans in Priority Groups 7 and 8 57 b 

Option 31 Reduce the Annual Across-the-Board Adjustment for Federal Civilian Employees’ Pay 58 

Option 32 Reduce the Size of the Federal Workforce Through Attrition 35 

Option 33 Reduce Funding for Certain Grants to State and Local Governments 1 to 42 

Option 34 Repeal the Davis-Bacon Act 12 b 


Continued 
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Table 1-1. Continued 

Options for Reducing the Deficit 

Savings, 

Option 2019-2028 a 

Number Title (Billions of dollars) 


Revenues 

Option 1 Increase Individual Income Tax Rates 123 to 905 

Option 2 Raise the Tax Rates on Long-Term Capital Gains and Qualified Dividends by 2 Percentage Points and Adjust Tax Brackets 70 to 81 

Option 3 Eliminate or Modify Head-of-Household Filing Status 66 to 165 

Option 4 Curtail the Deduction for Charitable Giving 146 to 176 

Option 5 Eliminate Itemized Deductions 1,312 

Option 6 Change the Tax Treatment of Capital Gains From Sales of Inherited Assets 105 

Option 7 Eliminate the Tax Exemption for New Qualified Private Activity Bonds 32 

Option 8 Expand the Base of the Net Investment Income Tax to Include the income of Active Participants in S Corporations 

and Limited Partnerships 199 

Option 9 Tax Carried Interest as Ordinary Income 14 

Option 10 Include Disability Payments From the Department of Veterans Affairs in Taxable Income 4 to 93 

Option 11 Include Employer-Paid Premiums for Income Replacement Insurance in Employees’ Taxable Income 342 

Option 12 Reduce Tax Subsidies for Employment-Based FHealth Insurance 256 to 638 

Option 13 Further Limit Annual Contributions to Retirement Plans 103 

Option 14 Tax Social Security and Railroad Retirement Benefits in the Same Way That Distributions From Defined Benefit 

Pensions Are Taxed 411 

Option 15 Eliminate Certain Tax Preferences for Education Expenses 188 

Option 16 Lower the Investment Income Limit for the Earned Income Tax Credit and Extend That Limit to the Refundable 

Portion of the Child Tax Credit 8 

Option 17 Reguire Earned Income Tax Credit and Child Tax Credit Claimants to Have a Social Security Number That Is Valid 

for Employment 24 

Option 18 Increase the Payroll Tax Rate for Medicare Hospital Insurance 898 to 1,787 

Option 19 Increase the Payroll Tax Rate for Social Security 716 to 1,422 

Option 20 Increase the Maximum Taxable Earnings for the Social Security Payroll Tax 785 to 1,223 

Option 21 Expand Social Security Coverage to Include Newly Hired State and Local Government Employees 80 

Option 22 Tax All Pass-Through Business Owners Under SECA and Impose a Material Participation Standard 163 

Option 23 Increase Taxes That Finance the Federal Share of the Unemployment Insurance System 18 

Option 24 Increase the Corporate Income Tax Rate by 1 Percentage Point 96 

Option 25 Repeal Certain Tax Preferences for Energy and Natural Resource-Based Industries 2 to 8 

Option 26 Repeal the “LIFO” and “Lower of Cost or Market” Inventory Accounting Methods 58 

Option 27 Reguire Half of Advertising Expenses to Be Amortized Over 5 or 10 Years 63 to 132 

Option 28 Repeal the Low-Income Housing Tax Credit 49 

Option 29 Increase All Taxes on Alcoholic Beverages to $16 per Proof Gallon and Index for Inflation 68 to 83 

Option 30 Increase the Excise Tax on Tobacco Products by 50 Percent 42 

Option 31 Increase Excise Taxes on Motor Fuels and Index for Inflation 237 to 515 

Option 32 Impose an Excise Tax on Overland Freight Transport 358 

Option 33 Impose Fees to Cover the Costs of Government Regulations and Charge for Services Provided to the Private Sector * to 14 

Option 34 Impose a 5 Percent Value-Added Tax 1,920 to 2,970 

Option 35 Impose a Tax on Emissions of Greenhouse Gases 1,099 

Option 36 Impose a Fee on Large Financial Institutions 90 to 103 

Option 37 Impose a Tax on Financial Transactions 777 

Option 38 Tax Gains from Derivatives as Ordinary Income on a Mark-to-Market Basis 19 

Option 39 Increase Federal Civilian Employees’ Contributions to the Federal Employees Retirement System 45 

Option 40 Increase Appropriations for the Internal Revenue Service’s Enforcement Initiatives 35 


Continued 
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Table 1-1. 


Continued 

Options for Reducing the Deficit 



Savings, 

Option 


2019-2028 a 

Number 

Title 

(Billions of dollars) 


Spending Options With Smaller Budgetary Effects (Appendix) 


Option A-1 

Divest Two Agencies of Their Electric Transmission Assets 

2 b 

Option A-2 

Change the National Flood Insurance Program 

1 

Option A-3 

Tighten Eligibility for the Supplemental Nutrition Assistance Program 

8 

Option A-4 

Reduce Pension Benefits for New Federal Retirees 

3 

Option A-5 

Eliminate the Special Retirement Supplement for New Federal Retirees 

5 

Option A-6 

Eliminate Certain Forest Service Programs 

6 

Option A-7 

Limit the Number of Cities Receiving Urban Areas Security Initiative Grants 

1 

Option A-8 

Eliminate the International Trade Administration's Trade-Promotion Activities 

3 

Option A-9 

Convert the Home Equity Conversion Mortgage Program Into a Direct Loan Program 

3 


Sources: Congressional Budget Office; staff of the Joint Committee on Taxation. 

* = between zero and $500 million. 

ARC = Agriculture Risk Coverage; DoD = Department of Defense; LIFO = last in, first out; PLC = Price Loss Coverage; SECA = Self-Employment 
Contributions Act; TANF = Temporary Assistance for Needy Families; VA = Department of Veterans Affairs. 

a. For options affecting primarily mandatory spending or revenues, savings sometimes would derive from changes in both. When that is the case, the 
savings shown include effects on both mandatory spending and revenues. For options affecting primarily discretionary spending, the savings shown 
are the decrease in discretionary outlays. 

b. Savings do not encompass all budgetary effects. 
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Table 1-2. 

CBO’s Baseline Budget Projections 


Total 


2019- 2019- 



2017 

2018 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Revenues 

3,316 

3,329 

3,490 

3,680 

3,829 

In 

4,016 

Billions of Dollars 

4,232 4,448 

4,667 

5,003 

5,301 

5,520 

19,246 

44,186 

Outlays 

3,982 

4,108 

4,463 

4,683 

4,947 

5,290 

5,505 

5,693 

6,020 

6,324 

6,616 

7,047 

24,888 

56,587 

Deficit 

-665 

-779 

-973 

-1,003 

-1,118 

-1,275 

-1,273 

-1,245 

-1,352 

-1,321 

-1,314 

-1,527 

-5,642 

-12,401 

Debt Held by the Public 

at the End of the Year 

14,665 

15,751 

16,743 

17,804 

18,970 

20,290 

21,609 

22,904 

24,310 

25,687 

27,058 

28,642 

n.a. 

n.a. 

Revenues 

17.2 

16.4 

16.5 

16.7 

As a Percentage of Gross Domestic Product 

16.7 16.9 17.2 17.4 17.5 18.1 

18.5 

18.5 

16.8 

17.5 

Outlays 

20.7 

20.3 

21.1 

21.3 

21.6 

22.3 

22.4 

22.3 

22.6 

22.9 

23.1 

23.6 

21.8 

22.4 

Deficit 

-3.5 

-3.8 

-4.6 

-4.6 

-4.9 

-5.4 

-5.2 

-4.9 

-5.1 

-4.8 

-4.6 

-5.1 

-4.9 

-4.9 

Debt Held by the Public 
at the End of the Year 

76.1 

77.8 

79.2 

80.8 

82.9 

85.6 

87.8 

89.5 

91.4 

93.0 

94.4 

96.1 

n.a. 

n.a. 


Source: Congressional Budget Office. 

The projected values shown are from Congressional Budget Office, An Analysis of the President’s 2019 Budget (May 2018, revised August 2018), 
www.cbo.gov/publication/53884. 

n.a. = not applicable. 























CHAPTER 




Mandatory Spending Options 


M andatory spending—which totaled about 
$2.8 trillion in 2017, or 70 percent of 
federal outlays—consists of spending that 
is generally governed by statutory criteria 
and is not normally constrained by the annual appropri¬ 
ation process. Mandatory spending also includes certain 
types of payments that federal agencies receive from 
the public and from other government agencies. Those 
payments are classified as offsetting collections or off¬ 
setting receipts and reduce gross mandatory spending. 1 
Lawmakers generally determine spending for mandatory 
programs by setting the programs’ parameters, such as 
eligibility rules and benefit formulas, rather than by 
appropriating specific amounts each year. 

The largest mandatory programs are Social Security and 
Medicare. Together, those programs accounted for 60 
percent of mandatory outlays in 2017. Medicaid and 
other health care programs, including the Children’s 
Health Insurance Program and subsidies for insurance 
under the Affordable Care Act, accounted for 16 percent 
of mandatory spending in that year (see Figure 2-1). The 
rest of mandatory spending is for income security pro¬ 
grams (such as unemployment compensation, nutrition 
assistance programs, and Supplemental Security Income, 
or SSI), retirement benefits for civilian and military 
employees of the federal government, veterans’ benefits, 
student loans, and agriculture programs. 2 


1. Unlike revenues, which the government collects through 
exercising its sovereign powers (for example, in levying income 
taxes), offsetting collections and receipts are generally collected 
from other government accounts or from members of the public 
through businesslike transactions (for example, in assessing 
Medicare premiums or rental payments and royalties for 
extracting oil or gas from public lands). 

2. Tax credits reduce a taxpayer’s overall tax liability (the amount 

owed), and when a refundable credit exceeds the liability apart 
from the credit, the excess may be refunded to the taxpayer; that 
refund is recorded in the budget as an outlay. 


Trends in Mandatory Spending 

As a share of rhe economy, mandatory spending 
increased significantly between 1968 and 1975, from 
5.5 percent to 9.4 percent of gross domestic product 
(GDP). That increase was attributable mainly to growth 
in spending for Social Security and other income secu¬ 
rity programs, and to a lesser extent for Medicare and 
Medicaid. From 1975 through 2007, mandatory spend¬ 
ing varied between roughly 9 percent and 10 percent 
of GDP. Such spending peaked in 2009 at 14.5 percent 
of GDP, boosted by the effects of the 2007-2009 reces¬ 
sion and policies enacted in response to it. Mandatory 
spending as a share of GDP fell through 2014—as the 
effects of a gradually improving economy, the expira¬ 
tion of temporary legislation enacted in response to the 
recession, and payments from Fannie Mae and Freddie 
Mac partially offset the increase associated with the reces¬ 
sion—and then started to rise again (see Figure 2-2). If 
no new laws were enacted affecting mandatory programs, 
the Congressional Budget Office estimates that manda¬ 
tory outlays would continue to increase as a share of the 
economy, rising from 13.1 percent of GDP in 2017 to 

15.2 percent in 2028. 3 By comparison, such spending 
averaged 9.8 percent of GDP over the past five decades. 

Spending for Social Security and the major health care 
programs—particularly Medicare—will drive much of 
the growth in mandatory spending over the coming 
decade, CBO expects. CBO projects that, under cur¬ 
rent law, spending for those programs will increase from 

10.2 percent of GDP in 2019 to 12.5 percent in 2028, 
accounting for almost two-thirds of the total increase in 
outlays for mandatory spending over that period. (Those 
percentages reflect adjustments to eliminate the effects of 
shifts in the timing of certain payments.) 


3. CBO’s projections of mandatory spending underlie the 

projections in Congressional Budget Office, An Analysis of the 
President’s 2019 Budget (May 2018, revised August 2018), www. 
cbo.gov/ publication/53884. 
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Figure 2-1. 

Composition of Mandatory Spending, 2017 
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Social Security and 
Medicare were the 
largest components of 
mandatory spending in 
2017, accounting for 
more than half of the 
total. 


Source: Congressional Budget Office, using data from the Office of Management and Budget. 

Other health programs include the Children’s Health Insurance Program as well as outlays to subsidize health insurance purchased through the 
marketplaces established under the Affordable Care Act and related spending. 

Other mandatory spending includes outlays for federal civilian and military retirement, certain veterans’ benefits, and a variety of other programs. 


Much of the projected growth in mandatory spending 
over the coming decade is attributable to the aging 
population and rising health care costs per person, both 
of which spur spending on retirement programs and 
health care. The number of people age 65 or older has 
grown significantly—more than doubling over the past 
50 years—and is expected to rise by more than one-third 
by 2028. Moreover, CBO projects that spending per 
enrollee in federal health care programs will grow more 
rapidly over the coming decade than it has in recent 
years. As a result, in CBO’s projections, spending on 
people age 65 or older for Social Security, Medicare, and 
Medicaid would increase from 6.7 percent of GDP in 
2018 to 8.8 percent in 2028. 

In contrast, mandatory spending for people under age 65 
is projected to remain roughly unchanged at just above 
6 percent of GDP over the next 10 years, after adjust¬ 
ments to eliminate the effects of shifts in the timing of 
certain payments. 

Method Underlying 
Mandatory Spending Estimates 

The budgetary effects of the various options examined 
in this chapter are measured in relation to the spending 
that CBO projected in its adjusted April 2018 baseline. 4 


4. For information on that baseline, see Congressional Budget 
Office, An Analysis of the President’s 2019 Budget (May 2018), 
www. cbo. gov/publication/53884. 


In creating its mandatory baseline budget projections, 
CBO generally assumes that federal fiscal policy follows 
current law and that programs now scheduled to expire 
or to begin in future years will do so. That assump¬ 
tion applies to most, but not all, mandatory programs. 
Following procedures established in the Deficit Control 
Act of 1985, CBO’s projections incorporate the assump¬ 
tion that some mandatory programs scheduled to expire 
in the coming decade under current law will instead be 
extended. In particular, in CBO’s baseline, all such pro¬ 
grams that predate the Balanced Budget Act of 1997 and 
that have outlays in the current year above $50 million 
are presumed to continue. For programs established after 
1997, continuation is assessed on a program-by-pro- 
gram basis in consultation with the Blouse and Senate 
Committees on the Budget. The Supplemental Nutrition 
Assistance Program (SNAP) is the largest expiring pro¬ 
gram assumed to be extended in the baseline. 

In addition, under Section 257 of the Deficit Control 
Act, CBO is required to assume that entitlement pro¬ 
grams, including Social Security and Medicare, will be 
able to make all scheduled payments. For example, CBO 
must assume that scheduled Social Security benefits 
would be paid even after the program’s trust funds were 
exhausted and annual payroll tax revenues were inade¬ 
quate to fund those payments. 
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Figure 2-2. 

Mandatory Spending 

Percentage of Gross Domestic Product 



Under current law, 
spending for Social 
Security and the major 
health care 

programs—particularly 
Medicare—will drive 
much of the growth in 
mandatory spending 
over the coming decade, 
CBO projects. 


Source: Congressional Budget Office. 

The projected values shown underlie the projections in Congressional Budget Office, An Analysis of the President's 2019 Budget (May 2018, revised 
August 2018), www.cbo.gov/publication/53884. 

Total mandatory spending includes offsetting receipts (funds collected by government agencies from other government accounts or from the public in 
businesslike or market-oriented transactions that are recorded as offsets to outlays). 


The estimates in this chapter are uncertain for a number 
of reasons. For instance, the estimates depend in part 
on CBO’s baseline projections, but those projections are 
uncertain. For example, CBO’s projections of participa¬ 
tion in certain income support programs depends in part 
on the overall strength of the economy. If an unantic¬ 
ipated economic downturn occurred, participation in 
those programs would probably be higher than CBO 
currently estimates, which would affect estimates for rele¬ 
vant options in this chapter. 

In addition, CBO’s estimates depend on numerous esti¬ 
mates regarding behavior and choices made by individ¬ 
uals, state governments, and other entities. For exam¬ 
ple, if Medicare’s eligibility age rose, as is described in 
Option 19, some people would probably choose to work 
longer to maintain employer-sponsored health insur¬ 
ance. In analyzing that option, CBO’s estimate of the 
number who would make that choice may differ from 
what would actually happen if that policy was enacted. 
Furthermore, legislation would be required to implement 
the options in this chapter, and the details of such leg¬ 
islation could differ from the policy assumptions CBO 
made in developing its estimates. The estimates for each 
option in this chapter only include its effects in isolation. 
If one option was combined with other proposals, as 


would happen if the option was part of a broader legisla¬ 
tive proposal, then there would be potential interactions 
between the option and those other changes, and the 
cost estimate for a broader package would account for 
those interactions. As a result, the estimated budgetary 
effects of an option if it were combined with other policy 
changes could be quite different than the estimate for 
the option in isolation. Also, at the time of this volume’s 
publication, the Congress was deliberating changes to 
agriculture and nutrition programs, including crop insur¬ 
ance, commodity support, and SNAP If legislation was 
enacted to modify those programs, estimates for related 
options would probably differ from those published in 
this volume. 

Options in This Chapter 

The 38 options in this chapter encompass a broad 
array of mandatory spending programs. The options 
are grouped by program, but some are conceptually 
similar even though they concern different programs. 

For instance, several options would shift spending from 
the government to a program’s participants or from the 
federal government to the states. Other options would 
redefine the population eligible for benefits or would 
reduce the payments that beneficiaries receive. 
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Fourteen options in this chapter focus on health care. 
One health option—which would impose caps on fed¬ 
eral spending for Medicaid—takes a broader approach 
to changing federal health care policy than the other 
options examined in this report. Six options concern 
Social Security. Another five involve means-tested benefit 
programs (including nutrition assistance programs and 
SSI). The remaining options in this chapter focus on 
programs that deal with education, veterans’ benefits, 
federal pensions, agriculture, Fannie Mae and Freddie 
Mac, and natural resources. Some options would affect 
revenues as well as outlays and so include an estimate of 
that revenue effect. 

Some options to reduce federal spending on health care 
in which lawmakers have recently expressed interest and 
that appeared in prior volumes of this report are not in 
this volume. One such option would convert Medicare 
to a premium support system in which beneficiaries 
would purchase health insurance from a list of compet¬ 
ing plans and the federal government would pay part of 
the cost of the coverage. CBO published an analysis of 
the effects of such a system on federal spending and ben¬ 
eficiaries’ choices and payments in 2017, and the agency 
has not updated that analysis. 5 Another option would 
impose federal limits on medical malpractice torts. It 
is not part of the current volume because the agency is 
revising its analytical approach and expects to publish an 
updated model and estimates in the spring of 2019. 


5. See Congressional Budget Office, A Premium Support System for 
Medicare: Updated Analysis of Illustrative Options (October 2017), 
www.cbo.gov/publication/53077. 


Also excluded are options that would make major 
changes to the Affordable Care Act — such as repealing 
its coverage provisions or replacing those provisions 
with a flat tax credit or block grants to the states. CBO 
is currently devoting the resources needed to analyze 
such options to the development and testing of a new 
version of its health insurance simulation model. 6 The 
new model incorporates new data into early stages of 
the modeling process, better accounts for consumers’ 
selection of types of insurance plans, and allows easier 
simulation of new insurance products. 

Apart from health, there are other policy options that are 
not in this volume despite interest from lawmakers. In 
particular, there are no options related to immigration. 
Estimating the effects of legislation that would change 
immigration law is often complicated, involving analysis 
of both budgetary and macroeconomic effects, and such 
analysis is beyond the scope of this volume. 7 

Some options that were included in previous volumes, 
including changing the eligibility for SNAP, have not 
been included in this chapter, but instead are contained 
in this edition’s appendix in an abbreviated format. 

6. See Congressional Budget Office, CBO’s Health Insurance 
Simidation Model: Overview of Planned Updates (October 2018), 
www.cbo.gov/publication/54623. 

7. For CBO’s most recent estimates of comprehensive immigration 
legislation, see Congressional Budget Office, cost estimate 

for H.R. 3440, Dream Act of 2017 (December 15, 2017), 
www.cbo.gov/publication/53409; and cost estimate for S. 

1615, Dream Act of 2017 (December 15, 2017), www.cbo.gov/ 

publication/53410. 
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Mandatory Spending—Option 1 Function 300 

Limit Enrollment in the Department of Agriculture’s Conservation Programs 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Phase out the Conservation 
Stewardship Program 

0 

* 

-0.2 

-0.4 

-0.6 

-0.7 

-0.9 

-1.1 

-1.3 

-1.5 

-1.2 

-6.7 

Scale back the Conservation 
Reserve Program 

0 

* 

* 

* 

-0.3 

-0.4 

-0.6 

-0.6 

-0.6 

-0.6 

-0.3 

-3.1 

Both alternatives above 

0 

* 

-0.2 

-0.4 

-0.8 

-1.1 

-1.6 

-1.7 

-1.9 

-2.0 

-1.5 

-9.8 


This option would take effect in October 2019. 

* = between -$50 million and zero. 

Background 

Under the Conservation Stewardship Program, land- 
owners enter into contracts with the Department of 
Agriculture (USDA) to undertake various conservation 
measures—including measures to conserve energy and 
improve air quality—in exchange for annual payments 
and technical help. Those contracts last five years and 
can be extended for another five years. For every acre 
enrolled in the CSP, a producer receives compensation 
for carrying out new conservation activities and for 
improving, maintaining, and managing existing conser¬ 
vation practices. Current law limits new enrollment in 
the CSP to 10 million acres per year. In 2018, approxi¬ 
mately 110 million acres were enrolled, and USDA spent 
$1.3 billion on the program. 

Under the Conservation Reserve Program, landowners 
enter into contracts to stop farming on specified tracts 
of land, usually for 10 to 15 years, in exchange for 
annual payments and cost-sharing grants from USDA to 
establish conservation practices on that land. One type of 
tract used in the program is a “conservation buffer”—a 
narrow strip of land maintained with vegetation to 
intercept pollutants, reduce erosion, and provide other 
environmental benefits. Acreage may be added to the 
reserve program through general enrollment, which is 
competitive and conducted periodically for larger tracts 
of land, or through continuous enrollment, which is 
available during annual sign-up periods announced by 
USDA, for smaller tracts of land. Current law caps total 
enrollment in the reserve program at 24 million acres by 
2018; in 2018, USDA spent $2 billion on the roughly 
23 million acres enrolled. 


The Agriculture Act of 2014 (the 2014 farm bill) was the 
most recent comprehensive legislation addressing farm 
programs. It authorized the Conservation Stewardship 
Program and the Conservation Reserve Program through 
2018. 

Option 

Beginning in 2020, the first part of this option would 
prohibit new enrollment in the stewardship program. 
Land enrolled now—and therefore hosting new or 
existing conservation activities—would be eligible to 
continue in the program until the contract for that 
land expired (after as long as 10 years if the contract 
is extended). As a result, starting in 2029—after all of 
the current contracts expired—there would be no land 
enrolled in the program. 

Beginning in 2020, the second part of this option would 
prohibit both new enrollment and reenrollment in the 
general enrollment portion of the reserve program; con¬ 
tinuous enrollment would remain in effect. 

Effects on the Budget 

The budgetary effects of this option are estimated relative 
to the Congressional Budget Office’s baseline projec¬ 
tions for the affected programs, which—as required by 
law—incorporate the assumption that the programs will 
continue to operate beyond their scheduled expiration 
date. The options would generate savings with respect to 
those baseline projections because the programs that are 
assumed to continue would be eliminated. 
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By the Congressional Budget Office’s estimates, prohib¬ 
iting new enrollment in the stewardship program would 
reduce federal spending by about $7 billion through 
2028. That prohibition would eliminate the possibility 
of adding up to 10 million acres per year, at an average 
annual federal cost of $ 18 per acre, to the stewardship 
program. 

Ending general enrollment in the reserve program would 
reduce spending by $3 billion through 2028, CBO 
estimates. That change would reduce the amount of land 
enrolled in the reserve program (at an average federal 
cost of $52 per acre) by almost half—by about 11 mil¬ 
lion acres in 2028. 

Under this option, reductions in federal spending would 
grow over time because both the stewardship program 
and the reserve program operate through multi-year 
contracts. Existing contracts would remain in place until 
they expired, and as they did the federal government 
would realize savings. (The option’s prohibitions on fur¬ 
ther enrollment mean that the government would make 
no payments to new enrollees under the stewardship pro¬ 
gram or to new enrollees or reenrollees under the general 
enrollment portion of the reserve program.) 

Uncertainty about the budgetary effects of this option 
stems from uncertainty regarding the average federal 
costs per acre. Those costs depend on the types of land 
enrolled in the programs; contracts for different types 
of land involve different payment rates. Because the 
projection of the types of land that would be enrolled or 
reenrolled in the programs under current law is uncer¬ 
tain, those average costs are uncertain. 


Other Effects 

One argument for prohibiting new enrollment in the 
stewardship program and thus phasing out the program 
is that some of the program’s provisions limit its effec¬ 
tiveness. For example, paying farmers for conservation 
practices they have already adopted may not enhance the 
nation’s conservation efforts. Moreover, USDA’s criteria 
for determining payments for conservation practices are 
not clear, and payments may be higher than necessary to 
encourage farmers to adopt new conservation measures. 

An argument against prohibiting new enrollment in the 
stewardship program is that, unlike traditional crop- 
based subsidies, the stewardship program may offer a 
way to support farmers while also providing environ¬ 
mental benefits. Furthermore, conservation practices 
often impose significant up-front costs, which can reduce 
the net economic output of agricultural land, and stew¬ 
ardship program payments help offset those costs. 

One argument for scaling back the reserve program is 
that the land could become available for other uses, some 
of which might provide greater environmental benefits. 
For example, reducing enrollment could free more land 
to produce crops and biomass for renewable energy 
products. 

An argument against scaling back the reserve program 
is that studies have indicated that the program yields 
high returns—in the form of enhanced wildlife habitat, 
improved water quality, and reduced soil erosion—for 
the money it spends. Furthermore, USDA is enrolling 
more acres targeting specific environmental and resource 
concerns, perhaps thereby improving the cost-effective¬ 
ness of protecting fragile tracts. 


RELATED OPTIONS: Mandatory Spending, “Eliminate Title I Agriculture Programs” (page 17), “Reduce Subsidies in the Crop Insurance 
Program” (page 19), “Limit ARC and PLC Payment Acres to 30 Percent of Base Acres” (page 21) 
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Mandatory Spending—Option 2 

Function 350 

Eliminate Title 1 Agriculture Programs 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

0 

0 

0 

0 

-0.6 

-0.7 

-6.3 

-6.0 

-6.1 

0 -19.7 


This option would take effect in October 2023. 

Background 

Since 1933, lawmakers have enacted and often modified 
a variety of programs to support commodity prices and 
supplies, farm income, and producers’ liquidity. The 
Agriculture Act of 2014 (the 2014 farm bill) was the 
most recent comprehensive legislation addressing farm 
income and price support programs. Title I of that bill 
authorized programs through 2018 for producers of 
major commodities (such as corn, soybeans, wheat, and 
cotton), as well as specialized programs for dairy and 
sugar. 

Option 

Beginning with the 2024 marketing year, this option 
would eliminate all Title I commodity support programs. 
(For example, commodity support for wheat would 
end on June 1, 2024, and commodity support for corn 
would end on September 1, 2024.) 

Under this option, the permanent agriculture legis¬ 
lation enacted in 1938 and 1949 would be repealed. 

(That permanent legislation would offer producers price 
and income support at a relatively high level after the 
2014 farm bill or any new farm legislation expired.) 

Effects on the Budget 

The budgetary effects of this option are estimated relative 
to the Congressional Budget Office’s baseline projections 
for the affected programs, which—as required by law— 
incorporate the assumption that the programs will con¬ 
tinue to operate beyond their scheduled expiration date. 
The effective date for this option is set for 2024 under the 
assumption that the option could not be implemented 
before legislation is passed that authorizes the programs 
to continue to operate through 2023. The option would 
generate savings with respect to CBO’s baseline projec¬ 
tions, starting in 2024, which incorporate the assumption 
that the programs continue through 2028. 


Reductions in government spending with respect to 
CBO’s baseline would begin in fiscal year 2024 and 
savings would rise sharply in fiscal year 2026, when 
most outlays for the 2024 marketing year would occur. 
CBO estimates that this option would reduce spending 
by $20 billion, with respect to that baseline, over the 
2019-2028 period. 

This estimate is derived by eliminating projected spend¬ 
ing for the Title I commodity support programs, which 
is uncertain because it can vary greatly from year to 
year as a result of changes in weather, trade, and market 
demand. Such changes have a direct effect on commod¬ 
ity production and prices, which affect the cost of the 
programs. 

Other Effects 

During the Great Depression of the 1930s, the 25 per¬ 
cent of the population that lived on farms had less than 
half the average household income of urban households; 
federal commodity programs came about to alleviate that 
income disparity. One argument for eliminating Title 

1 commodity support programs is that the structure of 
U.S. farms has changed dramatically since then: The 
significant income disparity between farm and urban 
populations no longer exists. In 2014, about 97 percent 
of all farm households (which now constitute about 

2 percent of the U.S. population) were wealthier than 
the median U.S. household. Farm income, excluding 
federal program payments, was 52 percent higher than 
median U.S. household income. Moreover, payments 
made through programs that support commodity prices 
and incomes are concentrated among a relatively small 
portion of farms. Three-quarters of all farms received 
no farm-related government payments in 2014; most 
program payments, in total, went to mid- to large-scale 
farms (those with annual sales above $350,000). 
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Moreover, agricultural producers have access to a variety 
of other federal assistance programs, such as subsidized 
crop insurance and farm credit assistance programs. 

In addition, eliminating Title I programs would limit 
spending that may distort trade between U.S. producers 
and other countries, thereby reducing the risk that the 
World Trade Organization might again challenge agricul¬ 
tural support by the federal government (as it did with 
the U.S. cotton program). 

An argument against eliminating commodity support 
programs is that despite relatively high average income 
among farmers, the farm sector still faces significant 


challenges. Farm income fluctuates markedly and 
depends on the vagaries of the weather and international 
markets. Commodity programs try to stabilize crop rev¬ 
enues over time. Also, a significant portion of U.S. agri¬ 
cultural production is exported to markets where foreign 
governments subsidize their producers. Without support 
from the government’s commodity programs, U.S. 
producers might not be able to compete as effectively in 
those export markets. Finally, many years of continual 
government payments from commodity programs have 
been capitalized into the fixed assets of farm operations 
(primarily land); abruptly removing that income stream 
would cause farmers’ wealth to drop significantly. 


RELATED OPTIONS: Mandatory Spending, “Limit Enrollment in the Department of Agriculture’s Conservation Programs” (page 15), 
“Reduce Subsidies in the Crop Insurance Program” (page 19), “Limit ARC and PLC Payment Acres to 30 Percent of Base Acres” (page 21) 
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Mandatory Spending—Option 3 

Function 350 

Reduce Subsidies in the Crop Insurance Program 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Reduce premium subsidies 

0 

-0.2 

-1.8 

-2.1 

-2.1 

-2.1 

-2.1 

-2.2 

-2.2 

-2.2 

-6.2 

-16.9 

Limit administrative expenses and 
the rate of return 

0 

-0.1 

-0.5 

-0.5 

-0.5 

-0.5 

-0.5 

-0.5 

-0.5 

-0.5 

-1.6 

-4.1 

Both alternatives above 

0 

-0.2 

-2.3 

-2.6 

-2.6 

-2.6 

-2.7 

-2.7 

-2.7 

-2.7 

-7.7 

-21.0 


This option would take effect in June 2019. 

Background 

The federal crop insurance program, a permanent 
program that is frequently updated by the Congress, 
protects farmers from losses caused by drought, floods, 
pest infestation, other natural disasters, and low market 
prices. Farmers can choose various amounts and types 
of insurance protection—for example, they can insure 
against losses caused by poor crop yields, low crop prices, 
or both. The Department of Agriculture (USDA) sets 
premium rates for federal crop insurance so that the pre¬ 
miums equal the expected payments to farmers for crop 
losses. The federal government pays about 60 percent 
of total premiums, on average, and farmers pay about 
40 percent. 

Private insurance companies—which the federal gov¬ 
ernment reimburses for their administrative costs—sell 
and service insurance policies purchased through the 
program. The current Standard Reinsurance Agreement 
(SRA) establishes a limit for administrative expenses 
(currently $1.4 billion per year). The SRA establishes the 
terms and conditions under which the federal govern¬ 
ment provides subsidies and reinsurance on eligible crop 
insurance contracts sold or reinsured by private insurance 
companies. In addition, the federal government reinsures 
those private insurance companies by agreeing to cover 
some of the losses when total payouts exceed total premi¬ 
ums. Overall, the Congressional Budget Office projects 
that under current law the average rate of return to crop 
insurance companies will be 14 percent through 2020. 
Under current law, CBO projects that federal spending 
for crop insurance would total $78 billion from 2020 
through 2028. 


Option 

Beginning in June 2019, this option would reduce the 
federal government’s subsidy to 40 percent of the crop 
insurance premiums, on average. It also would limit the 
federal reimbursement to crop insurance companies for 
administrative expenses to 9.25 percent of estimated 
premiums (or to an average of $ 1 billion each year from 
2020 through 2028) and limit the rate of return on 
investment for those companies to 12 percent each year. 

Effects on the Budget 

This option would save $21 billion from 2020 through 
2028, CBO estimates. 

A change in premium subsidies would alter the cost 
of crop insurance to producers. As a result, a producer 
might make no change, change the type of insurance 
purchased (for example, switching from revenue cov¬ 
erage to yield coverage, which is less expensive), reduce 
coverage on particular acres, reduce the number of acres 
covered by insurance (for example, not insuring every 
field on the farm), drop insurance coverage altogether, or 
take some combination of those actions. CBO accounted 
for each of those possible outcomes, making determina¬ 
tions of likely behavior after consulting with producers, 
academic experts, people working in the crop insurance 
industry, and others. 

The reduction in premium subsidies in this option would 
save $17 billion from 2019 through 2028, CBO esti¬ 
mates. Those savings are uncertain largely because the 
response by producers is difficult to predict. Generally, 
the more producers drop insurance or switch to lower 
coverage levels, the more this option would save. 







20 OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 


DECEMBER 2018 


Limiting administrative expenses and the rate of return 
of crop insurance companies under the option would 
save $4 billion through 2028, CBO estimates. The 
savings from an annual restriction on the administrative 
reimbursement, such as that in this option, would be the 
difference between the SRA limit and what the option 
would allow. In addition, CBO estimates that limiting 
the average rate of return to crop insurance companies to 
12 percent would reduce the rate of return by 2 per¬ 
centage points. As a result, the government would cover 
less of the companies’ losses. Generally, the amount of 
savings from limiting administrative expenses and the 
rate of return of crop insurance companies is propor¬ 
tional. For example, each additional 1 percentage point 
reduction in the limit on reimbursements for adminis¬ 
trative expenses as a percent of premiums would save an 
additional $ 1 billion over the 10-year period. Similarly, 
an additional 1 percentage point reduction in the rate of 
return would save around $0.8 billion. 

Other Effects 

An argument in favor of this option is that cutting the 
federal subsidies for premiums would probably not 
substantially affect participation in the program. Private 
lenders to farmers increasingly view crop insurance as 
an important way to ensure that farmers can repay their 
loans, which encourages participation. Moreover, the 
farmers who dropped out of the program would gener¬ 
ally continue to receive significant support from other 
federal farm programs. 

Another argument in favor of this option is that it would 
reduce reimbursement rates for administrative expenses 
to a level more in line with current premiums. Current 


reimbursements to crop insurance companies for admin¬ 
istrative expenses (around $1.3 billion per year) were 
established in 2010, when premiums were relatively 
high. Recent reductions in the value of the crops insured 
(partly the result of lower average commodity prices) 
have resulted in lower average premiums for crop insur¬ 
ance. However, administrative expenses have not shown 
a commensurate reduction. A cap of 9.25 percent, or 
about $ 1 billion, would be close to average reimburse¬ 
ments during the years before the run-up in commod¬ 
ity prices in 2010. Furthermore, according to a recent 
USDA study, the current rate of return on investment 
for crop insurance companies, 14 percent, is higher than 
that of other private companies, on average. 

An argument against this option is that cutting the fed¬ 
eral subsidies for premiums would probably cause farm¬ 
ers to buy less insurance and leave them more vulnerable 
to risk. All else being equal, the option would increase 
the cost of insurance by 50 percent and could lead to a 
reduction in insured acres. If the amount of insurance 
declined significantly, lawmakers might be more likely to 
enact special relief programs when farmers encountered 
significant difficulties, which would offset some of the 
savings from cutting the premium subsidy. (Such ad hoc 
disaster assistance programs for farmers cost an average 
of about $700 million annually in the early 2000s.) In 
addition, limiting reimbursements to companies for 
administrative expenses and reducing the targeted rate 
of return to companies could add to the financial stress 
of companies in years with sizable payouts for covered 
losses. Moreover, if significantly fewer farmers partici¬ 
pate, then some smaller crop insurance companies would 
probably go out of business. 


RELATED OPTIONS: Mandatory Spending, “Limit Enrollment in the Department of Agriculture’s Conservation Programs” (page 15), 
“Eliminate Title I Agriculture Programs” (page 17), “Limit ARC and PLC Payment Acres to 30 Percent of Base Acres” (page 21) 
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Mandatory Spending—Option 4 

Function 350 

Limit ARC and PLC Payment Acres to 30 Percent of Base Acres 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

0 

0 

0 

0 

0 

0 

-3.3 

-3.3 

-3.4 

0 -10.0 


This option would take effect in crop year 2024. 

Background 

The Agricultural Act of 2014 (Public Law 113-79) 
provides support to producers of covered commodities 
(wheat, oats, barley, corn, grain sorghum, long-grain 
rice, medium-grain rice, soybeans and other oilseeds, 
peanuts, chickpeas, dried peas, and lentils) through 
the Agriculture Risk Coverage (ARC) and Price Loss 
Coverage (PLC) programs. 

Eligibility under the ARC and PLC programs is deter¬ 
mined from a producer’s planting history. Only produc¬ 
ers who have established base acres (that is, who have 
shown a history of planting covered commodities on 
their farms) with the Department of Agriculture under 
statutory authority granted by previous farm bills may 
participate. Growers with base acres for covered com¬ 
modities need not plant a crop to receive payments. 

The ARC program pays farmers when the revenues in a 
crop year fall short of guaranteed amounts at either the 
county level (ARC-County, or ARC-CO—accounting 
for most coverage) or the individual farm level (ARC- 
Individual Coverage, or ARC-IC). (A crop year begins 
in the month that the crop is first harvested and ends 
12 months later. For example, the corn crop year begins 
September 1 and ends the following August 31.) The 
PLC program pays farmers when the national average 
market price for a covered commodity in a given crop 
year falls below a reference price specified in the law. 

When a payment for a crop is triggered, total payments 
are calculated by multiplying the payment per acre by 
a producer’s payment acres for that crop. For ARC-CO 
and PLC, the number of payment acres equals 85 per¬ 
cent of base acres; for ARC-IC, it is 65 percent of base 
acres. Fiscal year 2017 payments for ARC-CO and PLC 
were $2.4 billion and $2.9 billion, respectively. The 
Congressional Budget Office estimates that ARC-IC pay¬ 
ments in the same year were $36 million, but data from 


USDA do not distinguish ARC-CO payments from 
ARC-IC payments. 

Option 

Beginning with the 2024 crop year, this option would 
limit payment acres for ARC-CO and for PLC to 
30 percent of base acres and would make a compara¬ 
ble cut to ARC-IC (to 23 percent of base acres). This 
option reflects the baseline assumption that the programs 
(which are scheduled to expire with the beginning of the 
2019 crop year) are extended as they exist in the 2014 
farm bill, and that the first contracts under that exten¬ 
sion would run through crop year 2023. Producers are 
assumed to enter into contracts under the current system 
covering the period through the 2023 crop year, so CBO 
assumes that the option’s new limits on payment acres 
would take effect in crop year 2024. 

Effects on the Budget 

Savings would begin in fiscal year 2026, when ARC and 
PLC payments for crop year 2024 would be made. Any 
payments come well after crop harvest for two reasons: 
First, the crop year for each commodity must be com¬ 
plete before the season-average price is known. Second, 
the 2014 farm bill requires payments to be made begin¬ 
ning October 1 after the end of the applicable crop year, 
which pushes them into the next fiscal year. Total savings 
over the 2026-2028 period would be $10.0 billion, 

CBO estimates. Savings would be proportional—reduc¬ 
ing payment acres by an additional 10 percent would 
increase the savings by 10 percent. 

This estimate relies upon CBO’s estimates for crop 
price and yield, which are forecast 8 to 10 years into 
the future. CBO takes uncertainty into account in 
various ways, such as projecting the chances that prices 
of covered crops would be below certain thresholds. 
Nonetheless, given that agricultural markets can vary 
because of weather, annual planting decisions, and 
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changes in consumption and trade patterns, actual sav¬ 
ings from implementing this option could be higher or 
lower than projected. 

Other Effects 

One argument in favor of this option is that it would 
limit the competitive advantage that farmers with 
base acres have over farmers without base acres. Those 
advantages include the payments themselves, as well 
as decreased risk and the expectation of a more stable 
income. 

The option might also affect the production and prices of 
some crops. Factors other than federal payments—such 
as consumers’ demand, climate, infrastructure, and pro¬ 
ducers’ investment in specialized equipment—generally 


have the greatest impact on producers’ planting choices. 
However, because only covered commodities are eligi¬ 
ble for ARC and PLC support, the availability of those 
payments tends to encourage farmers to plant crops they 
might not otherwise plant. Prices for fruits and vegeta¬ 
bles (which are not covered by the ARC or PLC pro¬ 
grams) may be higher than they would be without those 
programs. Program rules require a reduction in payments 
if a farmer plants fruits, vegetables, or wild rice, which 
tends to reduce the supply of such crops. Those effects 
might be reduced if the programs were cut back. 

An argument against this option is that farming is an 
inherently risky enterprise. Many growers favor the 
income stability fostered by federal programs. 


RELATED OPTIONS: Mandatory Spending, “Limit Enrollment in the Department of Agriculture’s Conservation Programs” (page 15), 
“Eliminate Title I Agriculture Programs” (page 17), “Reduce Subsidies in the Crop Insurance Program” (page 19) 
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Mandatory Spending—Option 5 Function 370 

Raise Fannie Mae’s and Freddie Mac’s Guarantee Fees and Decrease Their Eligible Loan Limits 

Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Outlays 3 













Increase guarantee fees 

0 

-0.7 

-0.1 

-1.4 

-1.0 

-1.3 

-1.3 

-1.4 

-1.5 

-1.5 

-5.1 

-12.0 

Decrease loan limits 

0 

-0.1 

0.1 

-0.1 

-0.3 

-0.5 

-0.5 

-0.6 

-0.7 

-0.8 

-0.3 

-3.3 

Both alternatives above b 

0 

-0.7 

-0.1 

-1.4 

-1.4 

-1.5 

-1.7 

-1.7 

-1.8 

-1.8 

-3.5 

-11.8 


This option would take effect in October 2019. 

a. Excludes the potential effects on federal spending for the Federal Housing Administration and the Government National Mortgage Association. 
Spending for those agencies is set through annual appropriation acts and thus is classified as discretionary, whereas spending for Fannie Mae and 
Freddie Mac is not determined by appropriation acts and thus is classified as mandatory. 

b. If both alternatives were enacted together, the total effects would be less than the sum of the effects for each alternative because of interactions 
between the approaches. 


Background 

Fannie Mae and Freddie Mac are government-sponsored 
enterprises (GSEs) that were federally chartered to help 
ensure a stable supply of financing for residential mort¬ 
gages, including those for low- and moderate-income 
borrowers. The GSEs carry out that mission in the 
secondary mortgage market (the market for buying and 
selling mortgages after they have been issued): They buy 
mortgages from lenders and pool those mortgages to cre¬ 
ate mortgage-backed securities (MBSs), which they sell 
to investors and guarantee against losses from defaults. 
Under current law, in 2018 Fannie Mae and Freddie Mac 
generally can purchase mortgages of up to $679,650 
in areas with high housing costs and up to $453,100 
in other areas; regulators can alter those limits if house 
prices change. The two GSEs provided credit guarantees 
for about half of all mortgages for single-family homes 
that originated in 2017. 

In September 2008—after falling house prices and rising 
mortgage delinquencies threatened the GSEs’ solvency 
and impaired their ability to ensure a steady supply of 
financing to the mortgage market—the federal govern¬ 
ment took control of Fannie Mae and Freddie Mac in a 
conservatorship process. As a result, the Congressional 
Budget Office concluded that the institutions had 
effectively become government entities whose operations 
should be reflected in the federal budget. By contrast, 
the Administration considers the GSEs to be nongovern¬ 
mental entities. 


Under current law, CBO projects, the mortgage guaran¬ 
tees that the GSEs issue from 2019 through 2028 would 
cost the federal government $ 19 billion. That estimate 
reflects the subsidy rate that CBO attributes to the guar¬ 
antees—the difference between the cost of the guarantees 
and any fees received by the GSEs as a percentage of the 
original unpaid principal balance. CBO’s estimates are 
constructed on a present-value basis. (Present value is a 
single number that expresses a flow of current and future 
income or payments in terms of an equivalent lump sum 
received or paid today.) 

The Administration’s projections focus on the annual 
cash transactions between the enterprises and the 
Treasury. Those transactions include potential outlays for 
purchases of stock from the GSEs that would be needed 
to maintain the GSEs’ solvency. Those transactions 
also include dividends on the Treasury’s stock holdings, 
which are paid to the Treasury. Essentially, those divi¬ 
dend payments reflect the GSEs’ quarterly income. Those 
cash flows stem from both existing and new business. 
Under current law, both CBO and the Administration 
expect that the Treasury would receive substantial net 
cash inflows from Fannie Mae and Freddie Mac over 
the 10-year period; CBO views those transactions as 
intragovernmental, whereas the Administration con¬ 
siders them to be payments from private firms to the 
government. 
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Option 

This option includes two alternatives to reduce the bud¬ 
getary costs of Fannie Mae and Freddie Mac. In the first 
alternative, the average guarantee fee that Fannie Mae 
and Freddie Mac assess on loans they include in their 
MBSs would increase by 5 basis points (100 basis points 
equal 1 percentage point), to more than 60 basis points, 
on average, beginning in October 2019. In addition, 
to keep guarantee fees constant after 2021—when an 
increase of 10 basis points that was put in place in 2011 
is scheduled to expire—the average guarantee fee would 
be increased by 15 basis points, relative to the fee that 
would be in effect under current law, after 2021. 

In the second alternative, the size of the mortgages that 
Fannie Mae and Freddie Mac included in their MBSs 
would be reduced, beginning by setting the maximum 
mortgage in all areas at $453,100 in 2020 (eliminating 
the higher limit in high-cost areas) and then reducing 
that maximum by 5 percent a year until it reaches about 
$300,000 by 2028. (Guarantee fees would remain as 
they are under current law.) 

Effects on the Budget 

The first alternative, increasing guarantee fees, would 
reduce net federal spending by $ 10 billion from 2019 
through 2028 and would cause the volume of new guar¬ 
antees by Fannie Mae and Freddie Mac to fall by around 
16 percent, CBO estimates. (The projected reduction in 
spending each year is the decrease in subsidy costs for 
mortgages guaranteed in that year.) 

The second alternative, reducing loan limits, would save 
$3 billion from 2019 through 2028 because the volume 
of new guarantees would fall by about 29 percent, CBO 
estimates. That is because fewer loans would be eligible 
for the entities to purchase and pool as MBSs. 

Taking both alternatives together would lower net federal 
spending by $12 billion from 2019 through 2028 and 
would result in a drop in new guarantees of about 38 
percent, according to CBO’s estimates. Because raising 
guarantee fees by 5 basis points initially and by 15 basis 
points after 2021 would eliminate most of the federal 
subsidy costs for the GSEs’ guarantees, lowering the loan 
limits would have a smaller budgetary effect. 

Flowever, because the GSEs’ profits would drop, 

CBO estimates that the alternatives would result in 
net reductions in cash receipts over 10 years under 
the Administration’s cash accounting approach: The 


reduction in the amount the two GSEs paid the gov¬ 
ernment would be greater than the amount that the 
government saved on potential stock purchases. Under 
the first alternative, increasing the fees would raise the 
net amount of cash flowing to the Treasury per loan, but 
the drop in the volume of guarantees would reduce that 
net cash flow by a larger amount. The effect would be a 
relatively small drop in net cash receipts from the GSEs 
to the Treasury. Under the second alternative, the decline 
in the volume of the guarantees would lead to substantial 
drops in cash receipts to the Treasury. Taking both alter¬ 
natives together would also lead to significant decreases 
in net cash receipts. 

To estimate changes in costs from increasing guarantee 
fees or decreasing loan limits, CBO estimates the effect 
on total loan guarantees and their subsidy rate. Raising 
guarantee fees would lower the cost of each guarantee 
and would reduce the number of guarantees because 
some borrowers would turn to privately backed mort¬ 
gages. CBO’s estimates of subsidy rates take into account 
how reducing loan limits and increasing fees would 
change the mix of borrowers and thus the credit risks 
borne by the GSEs. 

Because the GSEs’ guarantee fees are already close to 
those that CBO estimates private firms would charge, 
increases in those fees that were larger than those encom¬ 
passed by this option would result in more borrowers 
taking out privately backed mortgages and would only 
marginally increase budgetary savings. Savings from 
changing the loan limits would be roughly propor¬ 
tional to the change in loan volume. (Whether savings 
would be proportional for bigger changes in loan limits 
is uncertain because the composition of the borrowers 
would change more.) Reducing loan limits more rap¬ 
idly—say, over 5 years instead of 10 years—would save 
more money but would risk disrupting the supply of 
housing credit. 

Many factors affect CBO’s estimates of federal subsidies 
for Fannie Mae and Freddie Mac. CBO’s model for the 
GSEs captures how changes in the mortgage market and 
in macroeconomic conditions affect mortgage perfor¬ 
mance and originations. Its inputs include projections 
of home prices, interest rates, unemployment rates, total 
mortgage originations, the GSEs’ market share, and 
mortgage characteristics. CBO’s estimates of subsidy 
rates are based on a large number of repeated (stochastic) 
simulations of mortgage defaults, losses given default, 
and the rate at which borrowers prepay their mortgages 
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based on the GSEs’ reported data on mortgage perfor¬ 
mance from 2000 to 2015. 

The estimates for those alternatives are uncertain because 
both the total number of new guarantees and the cost 
per guarantee are uncertain. Those estimates rely in part 
on CBO’s projections of the economy over the next 
decade. If a downturn in either the economy or in hous¬ 
ing markets occurred, more borrowers would probably 
default on their mortgage loans and recoveries would be 
lower than in normal times, and as a result, budgetary 
costs would be higher than estimated. Conversely, if the 
GSEs purchased and guaranteed fewer mortgages than 
expected or if defaults were lower than expected, costs 
would be lower than estimated. 

Other Effects 

Because some of the benefits of Fannie Mae’s and Freddie 
Mac’s guarantees flow to mortgage borrowers in the form 
of lower rates, both alternatives in this option would 
slightly raise borrowing costs. The higher guarantee fees 
would probably pass directly through to borrowers in 
the form of higher mortgage rates. The lower loan limits 
would push some borrowers into the so-called jumbo 
mortgage market, where loans exceed the eligible size for 
guarantees by Fannie Mae and Freddie Mac and where 
rates might be slightly higher, on average. 

One argument for the alternatives is that they could 
support a larger role for the private sector in the second¬ 
ary mortgage market, which would reduce taxpayers’ 
exposure to the risk of defaults. Lessening subsidies also 
would help address the GSEs’ current underpricing of 
mortgage credit risk, which encourages borrowers to take 
out bigger mortgages and buy more expensive homes. 
Consequently, the option could reduce overinvestment 


in housing and shift the allocation of some capital 
toward more productive activities. 

An argument for lowering loan limits instead of raising 
fees is that many moderate- and low-income borrowers 
would continue to benefit from the subsidies provided by 
the GSEs. More-affluent borrowers generally would lose 
that benefit, but they typically can more easily find other 
sources of financing. The $300,000 limit in 2028 would 
allow for the purchase of a home costing about $375,000 
(with a 20 percent down payment). By comparison, the 
median price of an existing single-family residence in 
August 2018 was about $267,000; thus, lowering loan 
limits as specified here would probably not affect most 
moderate- and low-income borrowers. 

One argument against taking steps that would increase 
the cost of mortgage borrowing is that doing so could 
slightly reduce home prices, hurting existing home- 
owners. Posing another drawback, the slightly higher 
mortgage rates resulting from lower subsidies would 
limit some opportunities for refinancing—perhaps 
constraining spending by some consumers and thereby 
dampening the growth of private spending. Phasing in 
the specified changes more slowly could mitigate those 
concerns, although that approach would reduce the bud¬ 
getary savings as well. 

Finally, both alternatives would make loans guaranteed 
by the Federal Ffousing Administration (FFFA) more 
attractive to the riskiest borrowers (unless there are cor¬ 
responding changes to the rules governing such loans), 
which could increase risks for taxpayers because FFfA 
guarantees loans with smaller down payments than do 
the GSEs. 


RELATED OPTION: Appendix, Discretionary, “Convert the Home Equity Conversion Mortgage Program Into a Direct Loan Program” 

(page 311) 

RELATED CBO PUBLICATIONS: Accounting for Fannie Mae and Freddie Mac in the Federal Budget (September 2018), www.cbo.gov/ 
publication/54475; Transitioning to Alternative Structuresfor Housing Finance: An Update (August 2018), www.cbo.gov/ 
publication/54218; Modeling the Subsidy Ratefor Federal Single-Family Mortgage Insurance Programs (January 2018), www.cbo.gov/ 
publication/53402; Transferring Credit Risk on Mortgages Guaranteed by Fannie Mae or Freddie Mac (December 2017), www.cbo.gov/ 
publication/53380; The Effects ofIncreasing Fannie Mae ’sand Freddie Mac’s Capital (October 2 016), www.cbo.gov/publication/5 2089; 
The Federal Role in the Financing of Multifamily Rental Properties (December 2015), www.cbo.gov/publication/51006; Transitioning 
to Alternative Structuresfor Housing Finance (December 2014), www.cbo.gov/publication/49765; Modifying Mortgages Involving 
Fannie Mae and Freddie Mac: Options for Principal Forgiveness {Sivy 2013), www.cbo.gov/publication/44115; The Budgetary Cost of 
Fannie Mae and Freddie Mac and Options for the Future Federal Role in the Secondary Mortgage Market 0une 2011), www.cbo.gov/ 
publication/41487; Fannie Mae, Freddie Mac, and the Federal Role in the Secondary Mortgage Market (December 2010), www.cbo.gov/ 
publication/21992; CBO’s Budgetary Treatment ofFannie Mae and Freddie Mac (January 2010), www.cbo.gov/publication/4l 887; /1 m 
Overview of Federal Support for Housing (November 2009), www.cbo.gov/publication/41219 
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Mandatory Spending—Option 6 Function 500 

Eliminate or Reduce the Add-On to Pell Grants, Which Is Funded With Mandatory Spending 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 












Eliminate Mandatory Add-On Funding 

-1.7 

-6.2 

-6.4 

-6.5 

-6.6 

-6.7 

-6.8 

-6.9 

-7.1 

-7.2 

-27.4 -62.2 

Reduce Mandatory Add-On Funding 

-0.8 

-3.1 

-3.2 

-3.3 

-3.3 

-3.4 

-3.4 

-3.5 

-3.6 

-3.7 

-13.8 -31.3 


This option would take effect in July 2019. 

The estimates are relative to the Congressional Budget Office’s adjusted April 2018 baseline, updated to account for the increase to the maximum 
discretionary award in the appropriation for fiscal year 2019. 


Background 

The Federal Pell Grant Program is the largest source 
of federal grant aid to low-income students for under¬ 
graduate education. For the 2016-2017 academic year, 
the program provided $27 billion in aid to 7.2 million 
students. A student’s Pell grant eligibility is chiefly 
determined on the basis of his or her expected family 
contribution (EFC)—the amount, calculated using a 
formula established under federal law, that the federal 
government expects a family to pay toward the student’s 
postsecondary education expenses. The EFC is based 
on factors such as the student’s income and assets. For 
dependent students (in general, unmarried undergrad¬ 
uate students under the age of 24 who have no depen¬ 
dents of their own), the parents’ income and assets, as 
well as the number of other dependent children in the 
family who are attending postsecondary schools, are 
also taken into account. To be eligible for the maximum 
grant, which is $6,195 for the 2019-2020 academic year, 
a student must have an EFC of zero and be enrolled in 
school full time. For each dollar of EFC above zero, a 
student’s eligible grant amount is reduced by a dollar. 
Students with an EFC exceeding 90 percent of the max¬ 
imum grant (that is, an EFC of more than $5,575 for 
the 2019-2020 academic year) are ineligible for a grant. 
Part-time students are eligible for smaller grants than 
those received by full-time students with the same EFC. 

Funding for the Pell grant program has both discre¬ 
tionary and mandatory components. The maximum 
award funded by the discretionary component is set in 
each fiscal year’s appropriation act. For the 2019-2020 
academic year, that amount is $5,135 per student. One 
mandatory component is the funding stemming from 


the Fligher Education Act that is dedicated to supporting 
the discretionary program. The other mandatory com¬ 
ponent is so-called add-on funding, which under current 
law increases the maximum award by $1,060 to $6,195. 

Option 

This option would reduce the maximum award in the 
Pell grant program. There are two alternatives under the 
option. One alternative would eliminate the mandatory 
add-on component of Pell grant funding, thereby reduc¬ 
ing the maximum grant awarded to students to $5,135 
for the 2019-2020 academic year. The second alternative 
would reduce the mandatory component by half, causing 
the maximum grant to decline to $5,665 in that year. 

Effects on the Budget 

Under the first alternative, the grant amount would be 
reduced by an average of $710 during the period. (That 
amount is smaller than the reduction in the maximum 
award because some students do not receive the maxi¬ 
mum award.) The number of Pell recipients would be 
lower by about 3 percent, or about 275,000 people per 
year, during the 2019-2028 period. (Under current law, 
a student cannot receive less than 10 percent of the max¬ 
imum Pell grant award. Because a student’s award is the 
maximum award minus the student’s EFC, students with 
an EFC exceeding 90 percent of the maximum Pell grant 
award—$5,575 for the 2019-2020 academic year—do 
not qualify for a grant. As the maximum size of the grant 
shrinks, fewer students will meet that threshold.) CBO 
estimates that this alternative would reduce mandatory 
spending by $62 billion over the 10-year period. 
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Under the second alternative, the grant amount would 
be reduced by an average of $355 during the period. The 
number of recipients would be about 2 percent lower 
during the 2019-2028 period, or about 130,000 people 
per year. CBO estimates that this alternative would result 
in a reduction of $31 billion in mandatory spending over 
the 10-year period. 

Under current law, program costs and the number of 
Pell grant recipients would grow by about 2 percent per 
year, CBO estimates. Under the option, those amounts 
would still rise over 10 years, but not by as much. CBO 
estimates that the distribution of EFC among applica¬ 
tions would remain relatively stable over the next decade. 
CBO also estimates that most of the affected students 
would add to their federal student loans to the extent 
allowed under current law. 

Uncertainty about the number of Pell grant recipients is 
the primary source of uncertainty in CBO’s estimates. 
The number of recipients is affected by economic factors 
including job opportunities, the cost of attending school, 
and expectations of future opportunities for graduates. 
The number of Pell grant recipients is also affected by the 
maximum discretionary award amount, which is set each 
year in an appropriation act. 


Other Effects 

A few studies suggest that some postsecondary institu¬ 
tions have responded to past increases in the size of Pell 
grants by raising tuition or shifting more of their own 
aid to students who did not qualify for Pell grants. An 
argument for reducing the maximum Pell grant, there¬ 
fore, is that institutions might become less likely to raise 
tuition and more likely to aid students who had lost 
eligibility for a Pell grant or who were receiving a smaller 
Pell grant. 

An argument against this option is that even with the 
grant at its current amount, the cost of attending a pub¬ 
lic four-year college is greater for most recipients than 
their EFC plus all financial aid—and for many recip¬ 
ients attending private colleges, the gap is even larger. 
Reducing Pell grant amounts (and eliminating Pell grants 
for some students) would further increase that financial 
burden and might cause some students to choose a less 
suitable institution or to forgo some or all postsecondary 
education. Moreover, among students who remained 
eligible for Pell grants under this option, grant amounts 
would be reduced uniformly, regardless of the students’ 
financial need. By contrast, targeted reductions in grants 
might be more effective in protecting one of the pro¬ 
gram’s goals: boosting the educational attainment of 
students from the lowest-income families. 


RELATED OPTiONS: Mandatory Spending, “Reduce or Eliminate Subsidized Loans for Undergraduate Students” (page 31); Discretionary 
Spending, “Tighten Eligibility for Pell Grants” (page 179); Revenues, “Eliminate Certain Tax Preferences for Education Expenses” 

(page 244) 

RELATED CBO PUBLICATIONS: Federal Aidfor Postsecondary Students (June 2018), www.cbo.gov/publication/53736; Distribution 
of Federal Support for Students Pursuing Higher Education in 2016 Q une 2018), www.cbo.gov/publication/53732; The Pell Grant 
Program: Recent Growth and Policy Options (September 2013), www.cbo.gov/publication/44448; Options to Change Interest Rates and 
Other Terms on Student Loans (June 2013), www.cbo.gov/publication/44318 
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Mandatory Spending—Option 7 Function 500 

Limit Forgiveness of Graduate Student Loans 


Billions of Dollars 


Total 

2019- 2019- 

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2023 2028 


Savings Estimated Using the Method Established in the Federal Credit Reform Act 

Change in Outlays 


Increase payments under IDR plans 

-0.3 

-0.7 

-1.0 

-1.2 

-1.6 

-1.9 

-2.3 

-2.7 

-3.1 

-3.3 

-4.7 

-17.9 

Extend repayment period for IDR 
plans 

-0.2 

-0.4 

-0.6 

-0.8 

-1.0 

-1.3 

-1.5 

-1.8 

-2.0 

-2.2 

-3.1 

-11.9 

Increase payments and extend 
repayment period 3 

-0.5 

-1.2 

-1.7 

-2.2 

-2.8 

-3.4 

-4.0 

-4.7 

-5.4 

-5.9 

-8.3 

-31.7 


Savings Estimated Using the Fair-Value Method 


Change in Outlays 


Increase payments under IDR plans 

-0.2 

-0.6 

-0.9 

-1.1 

-1.4 

-1.7 

-2.1 

-2.5 

-2.8 

-3.1 

-4.3 

-16.4 

Extend repayment period for IDR 
plans 

-0.1 

-0.3 

-0.5 

-0.6 

-0.8 

-1.0 

-1.2 

-1.4 

-1.6 

-1.7 

-2.4 

-9.2 

Increase payments and extend 
repayment period 3 

-0.4 

-1.0 

-1.5 

-1.9 

-2.4 

-3.0 

-3.5 

-4.2 

-4.8 

-5.2 

-7.3 

-27.9 


This option would take effect in July 2019. 

By law, the costs of federal student loan programs are measured in the budget according to the method established in the Federal Credit Reform Act. 
The fair-value method is an alternative and is included in this table for informational purposes. 

IDR = income-driven repayment. 

a. If both alternatives were adopted, the total savings would be greater than the sum of the savings if the alternatives were individually adopted 
because of interactions between the two alternatives. 


Background 

Federal student loans can be forgiven under certain 
circumstances. The federal government offers several 
income-driven repayment (IDR) plans in which bor¬ 
rowers make monthly payments for a certain period of 
time based on their income, after which the outstand¬ 
ing balance of their loans is forgiven. IDR plans do not 
impose a limit on the amount that can be forgiven. The 
Congressional Budget Office expects that the biggest 
benefits of those plans currently go to people who bor¬ 
row to attend graduate or professional school, because 
those people tend to borrow larger amounts than do 
people who borrow for undergraduate studies. 

Option 

This option includes two alternatives that would reduce 
loan forgiveness for borrowers who took out federal stu¬ 
dent loans to pay for graduate school, starting with loans 
made to new borrowers in July 2019. 


The first alternative would increase the percentage of 
income above 150 percent of the poverty guidelines that 
graduate borrowers in IDR plans pay on loans to 15 per¬ 
cent, up from the current 10 percent in most plans. (The 
amount those borrowers pay is capped by the amount 
that would be required under the Standard Repayment 
Plan with a 10-year repayment period, so borrowers with 
sufficiently high income would pay less than 15 percent 
of their income.) 

The second alternative would extend the repayment 
period from 20 years to 25 years for several IDR plans 
used by borrowers who take out loans to finance 
graduate school. (The percentage of income required 
for monthly payments and the length of the repay¬ 
ment period for borrowers with only undergraduate 
loans would continue to be 10 percent and 20 years, 
respectively.) 
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Effects on the Budget 

When estimating the budgetary effects of proposals to 
change federal loan programs, CBO is required by law to 
use the method established in the Federal Credit Reform 
Act (FCRA). That approach uses accrual accounting— 
which, unlike cash accounting, records the estimated 
present value of credit programs’ expenses and related 
receipts when the legal obligation is first made rather 
than when subsequent cash transactions occur. (Present 
value is a single number that expresses a flow of current 
and future payments in terms of an equivalent lump 
sum paid today and that depends on the rate of interest, 
or discount rate, that is used to translate future cash 
flows into current dollars.) FCRA accounting, however, 
does not consider all the risks borne by the government. 
In particular, it does not consider market risk—which 
arises from shifts in macroeconomic conditions, such 
as productivity and employment, and from changes in 
expectations about future macroeconomic conditions. 
The government is exposed to market risk because, when 
the economy is weak, borrowers default on their debt 
obligations more frequently, and recoveries from borrow¬ 
ers are lower. Under an alternative method, the fair-value 
approach, estimates are based on market values—market 
prices when they are available, or approximations of 
market prices when they are not—which better account 
for the risk that the government takes on. As a result, 
the discount rates used to calculate the present value of 
higher loan repayments under this option are higher for 
fair-value estimates than for FCRA estimates, and the 
savings from those higher repayments are correspond¬ 
ingly lower. 

Because loan repayments under IDR plans would be 
expected to increase under this option, the government 
would face less risk on loans in those plans; however, in 
estimating the budgetary effects of this option, CBO did 
not decrease the fair-value discount rates to account for 
the anticipated decline in risk. 

Under current law, the student loan program will 
generate $18 billion for the government from 2019 to 
2028, according to the FCRA method, CBO estimates. 
Under the first alternative, the government would save 
an additional $ 18 billion over the same period, accord¬ 
ing to FCRA accounting. According to the fair-value 
method, over the same period, federal costs would be 
reduced from $212 billion to $196 billion, for a savings 
of $ 16 billion. Under either method, the annual sav¬ 
ings grow over time, because each year the number of 


borrowers and volume of loans are projected to increase 
as more borrowers enter the repayment plans. (The num¬ 
bers for savings and costs account only for mandatory 
costs—both subsidy and administrative costs—for direct 
student loans.) 

Under the second alternative, CBO estimates, federal 
spending from 2019 to 2028 would be reduced by 
$12 billion, according to the FCRA method. According 
to the fair-value method, spending would be reduced by 
$9 billion. 

If both alternatives were implemented, the total savings 
would be slightly greater than the sum of the savings 
if the alternatives were individually adopted because of 
interactions between the two alternatives. 

Both alternatives would encourage prospective borrowers 
who use an IDR plan to limit their borrowing because 
the cost of repaying the loan would increase. Under the 
first alternative, the cost of repaying the loan could be 
as much as 50 percent higher than under current law. 

The second alternative would increase by 25 percent the 
number of payments made by affected borrowers—and 
because income tends to increase with work experience, 
adding more years of payments would probably increase 
the sums that borrowers would have to repay by an even 
larger percentage. 

Accordingly, under both alternatives CBO expects the 
volume of loans in IDR plans would be reduced. Under 
current law, CBO estimates that 45 percent of the 
volume of the loans made to all student borrowers and 
about 55 percent of those made to graduate student bor¬ 
rowers will enter an IDR plan. Under this option, CBO 
estimates that by 2028, the volume of loans originated to 
graduate student borrowers who entered an IDR would 
be reduced by about 20 percent (to about 44 percent 
of the loans originated to graduate student borrowers) 
in the first alternative and by 15 percent in the second 
alternative. 

There are several sources of uncertainty in the estimates 
associated with this option. CBO must project future 
enrollment, the number of students who will take out 
a government loan, and the future earnings of those 
borrowers under current law and under each of the two 
alternatives. To estimate the effects of the option, CBO 
must then predict how those borrowers would respond 
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to increases in the effective cost of borrowing that would 
occur under either or both alternatives. 

It is difficult to determine how savings would be affected 
by variations in the option. For example, increasing the 
share of income borrowers pay on their loans from 10 
percent to 20 percent (rather than from 10 percent to 
15 percent, as specified in the first alternative) would 
not double the savings under the first alternative. That is 
because, if loan repayments had to be a higher portion of 
their income, more borrowers would completely pay off 
their loans or switch to other types of repayment plans. 
Similarly, if the repayment period was increased by 10 
years (rather than by 5 years as specified in the second 
alternative), the savings would not double. 

Other Effects 

An argument in favor of this option is that reducing 
the amount of student debt that is forgiven—either by 
increasing the amount of the monthly payment or by 
extending the repayment period—would reduce stu¬ 
dents’ incentive to borrow and would encourage them 
to enroll in graduate programs whose benefits, in terms 
of improved opportunities for employment, justified the 
costs of the additional schooling. 


A second argument in favor of this options is that it 
focuses on people who have borrowed for graduate 
studies, who often have relatively high income and are 
therefore more likely to be able to eventually pay back 
their loans. Under both alternatives, affected borrowers 
would pay back more of their loans than they otherwise 
would, and more of those borrowers would completely 
pay off their debt before the end of the repayment 
period. (Under either alternative, IDR plans would 
continue to forgive any amount that was not repaid, so 
debt relief would be provided to borrowers who, despite 
making regular payments for 20 years or 25 years, could 
not pay off their debt.) 

An argument against this option is that it would increase 
the risk that students would not be able to repay their 
loans. The increased risk might lead some students to 
choose less graduate education or to forgo it altogether. 
Both alternatives would disproportionately affect pro¬ 
spective graduate students with fewer financial resources, 
such as those who come from low-income families. Such 
students would be less likely to attend graduate school 
and consequently would have lower future earnings; and 
if they chose to take out loans to attend graduate school, 
they would be likelier to have heavy student debt later in 
life. 


RELATED OPTION: Mandatory Spending, “Reduce or Eliminate Subsidized Loans for Undergraduate Students” (page 31) 

RELATED CBO PUBLICATION: Options to Change Interest Rates and Other Terms on Student Loans 0une 2013), www.cbo.gov/ 
publication/44318 
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Mandatory Spending—Option 8 

Function 500 

Reduce or Eliminate Subsidized Loans for Undergraduate Students 



Billions of Dollars 

2019 

2020 

2021 

2022 2023 2024 2025 2026 2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Restrict access to subsidized loans 
to students eligible for Pell grants 

-0.1 

Savings Estimated Using the Method Established in the Federal Credit Reform Act 

-0.4 -0.5 -0.6 -0.7 -0.8 -0.9 -1.0 -1.0 -1.0 -2.3 

-7.0 

Eliminate subsidized loans 
altogether 

-0.4 

-1.1 

-1.6 

-1.9 -2.2 -2.5 -2.8 -3.0 -3.1 

-3.2 

-7.1 

-21.6 

Change in Outlays 

Restrict access to subsidized loans 
to students eligible for Pell grants 

-0.1 

-0.3 

-0.4 

Savings Estimated Using the Fair-Value Method 

-0.5 -0.5 -0.6 -0.7 -0.7 -0.8 

-0.8 

-1.8 

-5.4 

Eliminate subsidized loans 
altogether 

-0.3 

-0.9 

-1.3 

-1.5 -1.7 -2.0 -2.2 -2.4 -2.5 

-2.6 

-5.7 

-17.3 


This option would take effect in July 2019. 

By law, the costs of federal student loan programs are measured in the budget according to the method established in the Federal Credit Reform Act. 
The fair-value method is an alternative and is included in this table for informational purposes. 


Background 

The William D. Ford Federal Direct Loan Program lends 
money directly to students and their parents to help 
finance postsecondary education. Two types of loans 
are offered to undergraduate students: subsidized loans, 
which are available only to undergraduates who demon¬ 
strate financial need, and unsubsidized loans, which are 
available to undergraduates regardless of need (and to 
graduate students as well). 

For undergraduates, the interest rates on the two types 
of loans are the same, but the periods during which 
interest accrues are different. Subsidized loans do not 
accrue interest while students are enrolled at least half 
time, for six months after they leave school or drop 
below half-time status, and during certain other periods 
when they may defer making repayments. Unsubsidized 
loans accrue interest from the date of disbursement. The 
program’s rules cap the amount—per year, and also for 
a lifetime—that students may borrow in subsidized and 
unsubsidized loans. By the Congressional Budget Office’s 
estimates, subsidized and unsubsidized loans will each 
constitute roughly half of the dollar volume of federal 
loans to undergraduate students for the 2018-2019 aca¬ 
demic year. 


Option 

This option includes two possible changes to subsidized 
loans. In the first alternative, only students who were 
eligible for Pell grants would have access to subsidized 
loans. (In the 2015-2016 academic year, about two- 
thirds of subsidized loan recipients received Pell grants, 
CBO estimates.) In the second alternative, subsidized 
loans would be eliminated altogether. In both alter¬ 
natives, students would be able to borrow additional 
amounts in the unsubsidized loan program equal to 
what they were eligible to borrow in the subsidized loan 
program. 

The Federal Pell Grant Program provides grants to help 
finance postsecondary undergraduate education; to be 
eligible for those grants, students and their families must 
demonstrate financial need. Under current law, only 
students with an expected family contribution (EFC)— 
the sum that the federal government expects a family to 
pay for a student’s postsecondary education—of less than 
about $5,575 are eligible for a Pell grant. Flowever, stu¬ 
dents with a larger EFC are eligible for subsidized loans 
as long as the EFC is less than their estimated tuition, 
room, board, and other costs of attendance, adjusted 
for other aid received. Under the first alternative, those 
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students with a larger EFC would no longer qualify for 
subsidized loans. 

Effects on the Budget 

When estimating the budgetary effects of proposals to 
change federal loan programs, the Congressional Budget 
Office is required by law to use the method established 
in the Federal Credit Reform Act (FCRA). Under FCRA 
accounting, projected cash flows—including projected 
flows after 2028—are discounted to the present value 
in the year the loan is taken out using interest rates on 
Treasury securities. (Present value is a single number that 
expresses a flow of current and future payments in terms 
of an equivalent lump sum paid today and that depends 
on the rate of interest, or discount rate, that is used to 
translate future cash flows into current dollars.) 

FCRA accounting, however, does not consider all the 
risks borne by the government. In particular, it does not 
consider market risk—which arises from shifts in macro- 
economic conditions, such as productivity and employ¬ 
ment, and from changes in expectations about future 
macroeconomic conditions. The government is exposed 
to market risk because, when the economy is weak, bor¬ 
rowers default on their debt obligations more frequently, 
and recoveries from borrowers are lower. Under another 
method, the fair-value approach, estimates are based on 
market values—market prices when they are available, 
or approximations of market prices when they are not— 
which better account for the risk that the government 
takes on. As a result, the discount rates used to calculate 
the present value of higher loan repayments under this 
option are higher for fair-value estimates than for FCRA 
estimates, and the savings from those higher repayments 
are correspondingly smaller. 

According to the FCRA method, under current law the 
direct loan program would produce $ 18 billion in bud¬ 
getary savings from 2019 to 2028, CBO estimates, and 
the option would produce additional savings of $7 bil¬ 
lion under the first alternative and $22 billion under the 
second alternative. According to the fair-value method, 
under current law the direct loan program would cost 
$212 billion over the same period, and under the option 
those outlays would be reduced by $5 billion under the 
first alternative and by $17 billion under the second. 

This option would only affect new borrowers after July 
1, 2019, so savings would rise over time because each 
new cohort of loans would include a larger share of new 
borrowers. 


Under both alternatives, CBO expects that most of the 
affected students would continue to borrow through 
the unsubsidized loan program. Flowever, not all of 
them would borrow as much in unsubsidized loans as 
they would have in subsidized loans because interest on 
unsubsidized loans starts to accrue earlier, from the date 
the loan is disbursed. 

Under current law, CBO estimates that annual borrow¬ 
ing under the subsidized loan program would rise from 
$22 billion in 2019 to $30 billion in 2028. The option 
would gradually reduce the number of students who 
could take out subsidized loans. Under the first alter¬ 
native, the volume of new subsidized loans would fall 
gradually over the 2019-2028 period and be $10 billion 
lower in 2028 than it would be under current law, CBO 
estimates. The volume of unsubsidized student loans 
would be about $10 billion higher in 2028 than it would 
be under current law. Under the second alternative, 
almost no subsidized loans would be originated in 2028 
and the volume of unsubsidized loans would be almost 
$30 billion higher in that year than it would be under 
current law. 

Using the FCRA method, CBO projects that the federal 
government incurs a cost of about $0.13 for every dollar 
of subsidized loans and a smaller cost—about $0.02— 
for every dollar of unsubsidized loans, because interest 
on an unsubsidized loan accrues from the date a loan is 
disbursed. To determine the government’s savings, CBO 
calculates the amount that students would borrow in 
unsubsidized loans because they did not have access to 
subsidized loans, multiplied by the difference in cost 
($0.11). Next, it calculates the amount the government 
would save from subsidized loans that would not be 
replaced (because some students would find unsubsidized 
loans too expensive). That figure is reached by multiply¬ 
ing the volume of such loans times $0.13. CBO adds the 
two figures together to estimate savings under FCRA. 
(Under the fair-value method, the same calculations are 
made except for the estimates of the loans’ costs: $0.31 
per dollar for subsidized loans and $0.23 per dollar for 
unsubsidized loans.) 

The growth of enrollment, the path of future interest 
rates, the repayment plans borrowers will choose, the 
speed with which they will repay the loans, and the sen¬ 
sitivity of borrowers to the higher cost of unsubsidized 
loans are all sources of uncertainty in CBO’s estimates. 
The sensitivity to cost is particularly important. Even for 
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unsubsidized loans, the federal government provides a 
subsidy. So the fewer students who substitute unsubsi¬ 
dized loans for the subsidized loans that would no longer 
be available, the greater the reduction in federal costs. 

Other Effects 

If a student who would have borrowed $23,000 (the 
lifetime limit) in subsidized loans, beginning in the 
2019-2020 academic year, instead borrowed the same 
amount in unsubsidized loans, that student would leave 
school with additional debt of about $3,700. Over a 
typical 10-year repayment period, the student’s monthly 
repayment would be $41 higher than if he or she had 
borrowed the same amount in subsidized loans. 

An argument in favor of this option is that the current 
program does not focus resources on people with the 
greatest needs as effectively as Pell grants. Also, providing 
subsidies by not charging interest on loans for a period 
of time may induce students to take loans without fully 
recognizing the difficulty they will face in repaying them 
once that period ends. Another argument in favor of 
the option is that some postsecondary institutions may 
increase tuition in order to benefit from some of the 


subsidies that the government gives students; reducing 
subsidies might therefore slow the growth of tuition. If 
institutions responded in that way, they would at least 
partially offset the effect of higher borrowing costs on 
students’ pocketbooks. Also, the prospect of higher loan 
repayments upon graduation might encourage students 
to pay closer attention to the economic value to be 
obtained from a degree and to complete postsecondary 
programs more quickly. And for most college students, 
$41 a month in additional costs is small compared with 
the benefits that they obtain from a college degree. 

An argument against this option is that students who 
face a higher cost of borrowing might decide against 
attending college, might leave college before complet¬ 
ing a degree, or might apply to schools where tuition 
is lower but educational opportunities are not as well 
aligned with their interests and skills. Those decisions 
could eventually lead to lower earnings. Moreover, for 
any given amount borrowed, higher interest costs would 
require borrowers to devote more of their future income 
to interest repayment. That, in turn, could constrain 
their career choices or limit their ability to make other 
financial commitments, such as buying a home. 


RELATED OPTIONS: Mandatory Spending, “Eliminate or Reduce the Add-On to Pell Grants, Which Is Funded With Mandatory Spending’’ 
(page 26); Discretionary Spending, “Tighten Eligibility for Pell Grants” (page 179); Revenues, “Eliminate Certain Tax Preferences for 
Education Expenses” (page 244) 

RELATED CBO PUBLICATIONS: Federal Aidfor Postsecondary Students 0une 2018), www.cbo.gov/publication/53736; The Pell Grant 
Program: Recent Growth and Policy Options (September 2013), www.cbo.gov/publication/44448; Options to Change Interest Rates and 
Other Terms on Student Loans (June 2013), www.cbo.gov/publication/44318 




34 OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 


DECEMBER 2018 


Mandatory Spending—Option 9 

Function 500 

Reduce or Eliminate Public Service Loan Forgiveness 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 2025 2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 



Savings Estimated Using the Method Established in the Federal Credit Reform Act 


Change in Outlays 











Cap PSLF at $57,500 

-0.2 

-0.3 

-0.5 

-0.6 

-0.8 

-1.0 -1.2 -1.4 

-1.6 

-1.7 

-2.4 

-9.3 

Eliminate PSLF 

-0.4 

-0.8 

-1.2 

-1.5 

-1.9 

-2.4 -2.9 -3.4 

-3.8 

-4.1 

-5.8 

-22.4 





Savings Estimated Using the Fair-Value Method 




Change in Outlays 











Cap PSLF at $57,500 

-0.1 

-0.2 

-0.3 

-0.4 

-0.6 

o 

p 

bo 

o 

-1.1 

-1.2 

-1.6 

-6.4 

Eliminate PSLF 

-0.3 

-0.7 

-0.9 

-1.2 

-1.6 

-1.9 -2.3 -2.7 

-3.1 

-3.3 

-4.7 

-18.0 


This option would take effect in July 2019. 

By law, the costs of federal student loan programs are measured in the budget according to the method established in the Federal Credit Reform Act. 
The fair-value method is an alternative approach and is included in this table for informational purposes. 

PSLF = Public Service Loan Forgiveness. 


Background 

A variety of programs forgive federal student loans. In 
one kind of program, known as an income-driven repay¬ 
ment (IDR) plan, monthly payments are calculated each 
year as a share of a borrower’s family income, typically 
10 percent to 15 percent of an estimate of discretionary 
income. The amount of the monthly payment is recalcu¬ 
lated each year in response to changes in the borrower’s 
family income and family size. After the borrower has 
made payments for a certain period, usually 20 years, 
the outstanding balance of his or her loan is forgiven, 
although the borrower is liable for income taxes on that 
forgiven debt. In addition, borrowers in an IDR plan are 
eligible for the Public Service Loan Forgiveness (PSLF) 
program if they are employed full time in public service. 
The program provides debt forgiveness after 10 years 
of monthly payments. In addition, PSLF borrowers are 
not liable for income taxes on the forgiven debt. Neither 
IDR plans nor the PSLF program impose a limit on the 
amount of debt that can be forgiven. 

Option 

This option includes two alternatives, which would apply 
to federal student loans taken out by new borrowers as 
of July 1, 2019. The first would cap the amount of debt 
that could be forgiven under PSLF at $57,500—the 


current aggregate limit on loans to independent under¬ 
graduate students. Borrowers with a balance remaining 
after receiving the maximum forgiveness under PSLF 
would continue making payments under a repayment 
plan of their choice, including IDR plans, and, as a 
result, could receive additional forgiveness after making 
payments for the required additional time. Because the 
cap is equal to the limit for federal student loans for 
undergraduate studies, and because there is no such max¬ 
imum for graduate studies, the first alternative would 
mostly affect students who borrow for graduate school, 
especially those borrowers who have high debt compared 
with their post-school income. 

The second alternative would eliminate the PSLF pro¬ 
gram. Borrowers would still have the option of choosing 
an IDR plan and, as a result, could ultimately receive 
loan forgiveness (albeit at the end of a longer period of 
making payments). The alternative would affect all bor¬ 
rowers who enter public service with outstanding student 
loans, but again would have the greatest impact on those 
who have high debt compared with their income. 

Neither alternative would eliminate debt forgiveness 
under IDR plans. 
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Effects on the Budget 

When estimating the budgetary effects of proposals to 
change federal loan programs, the Congressional Budget 
Office is required by law to use the method established 
in the Federal Credit Reform Act (FCRA). Under FCRA 
accounting, projected cash flows—including projected 
flows after 2028—are discounted to the present value in 
the year the loan was taken out using interest rates on 
Treasury securities. (Present value is a single number that 
expresses a flow of current and future payments in terms 
of an equivalent lump sum paid today and that depends 
on the rate of interest, or discount rate, that is used to 
translate future cash flows into current dollars.) FCRA 
accounting, however, does not consider all the risks 
borne by the government. In particular, it does not con¬ 
sider market risk—which arises from shifts in macroeco¬ 
nomic conditions, such as productivity and employment, 
and from changes in expectations about future mac¬ 
roeconomic conditions. The government is exposed to 
market risk because, when the economy is weak, borrow¬ 
ers default on their debt obligations more frequently, and 
recoveries from borrowers are lower. Under an alternative 
method, the fair-value approach, estimates are based on 
market values—market prices when they are available, 
or approximations of market prices when they are not— 
which better account for the risk that the government 
takes on. As a result, the discount rates used to calculate 
the present value of higher loan repayments under this 
option are higher for fair-value estimates than for FCRA 
estimates, and the savings from those higher repayments 
are correspondingly lower. 

Estimated according to the FCRA method, annual 
federal costs under the first alternative would fall by 
$9 billion from 2019 to 2028. According to the fair- 
value method, over the same period, annual federal costs 
would fall by $6 billion. Under the second alternative, 
CBO estimates, federal costs from 2019 to 2028 would 
be reduced by $22 billion according to the FCRA 
method and by $ 18 billion according to the fair-value 
method. 

The option would only affect new borrowers as of July 1, 
2019, so savings would rise over time because each new 


cohort of loans would include a larger share of borrowers 
who have not previously taken out student loans. Based 
on data for recent years showing IDR usage and eligibil¬ 
ity for forgiveness of loans under PSLF, CBO projects 
that roughly 10 percent of federal loans to students orig¬ 
inated each year between 2019 and 2028 ultimately will 
receive forgiveness of outstanding balances (calculated as 
the origination amount minus the principal repaid, plus 
accumulated interest) under PSLF. 

Considerable uncertainty surrounds CBO’s estimates 
of savings under this option. It arises from uncertainty 
about the number of borrowers who will enter public 
service occupations and remain in those occupations for 
10 years, the earnings of those borrowers over their pub¬ 
lic service careers, and the amount of student loan debt 
those borrowers would still owe at the end of 10 years of 
service. 

Other Effects 

An argument for eliminating PSLF is that doing so 
would remove the difference in compensation (includ¬ 
ing loan forgiveness) between public service employees 
with student loans and those without them. Student 
loan borrowers who receive loan forgiveness effectively 
receive more compensation for their public service work 
than other public service employees who did not receive 
loan forgiveness. If the goal of PSLF is to increase pay for 
public service jobs, it would be more efficient to subsi¬ 
dize everyone who chose to enter public service work. 

An argument against eliminating PSLF is that it would 
reduce some incentives from accepting public service 
jobs over other jobs. PSLF reduces the risk of borrowing 
to pay for education for those who are likely to have 
public service employment options, such as law school 
graduates who could work as public defenders, because 
they can always enter public service and discharge their 
debt after making payments for a specified number of 
years. The elimination of public service loan forgiveness 
might also prevent some people from working in the 
public sector, possibly reducing the supply of workers 
for those types of jobs compared with the supply under 
current law. 


RELATED OPTION: Mandatory Spending, “Limit Forgiveness of Graduate Student Loans” (page 28) 

RELATED CBO PUBLICATION: Federal Aidfor Postsecondary Students (June 2018), www.cbo.gov/publication/53736 
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Mandatory Spending—Option 10 

Function 500 

Remove the Cap on Interest Rates for Student Loans 



Billions of Dollars 

2019 

2020 

2021 

2022 2023 2024 2025 2026 2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Remove the cap for PLUS and 

-0.1 

Savings Estimated Using the Method Established in the Federal Credit Reform Act 

-0.6 -1.4 -1.7 -1.5 -1.2 -1.1 -1.1 -1.1 -1.2 -5.3 

-10.9 

graduate loans 

Remove the cap for all loans 

-0.1 

-0.9 

-1.9 

-2.4 -2.2 -1.7 -1.5 -1.5 -1.6 

-1.7 

-7.5 

-15.5 

Change in Outlays 

Remove the cap for PLUS and 

-0.1 

-0.5 

-1.0 

Savings Estimated Using the Fair-Value Method 

-1.3 -1.2 -0.9 -0.8 -0.8 -0.9 

-0.9 

-4.0 

-8.3 

graduate loans 

Remove the cap for all loans 

-0.1 

-0.7 

-1.5 

-1.8 -1.7 -1.3 -1.1 -1.2 -1.2 

-1.3 

-5.7 

-11.7 


This option would take effect in July 2019. 

Background 

Through the William D. Ford Federal Direct Loan 
Program, the federal government lends money directly 
to students and their parents to help finance postsecond¬ 
ary education. The interest rates on new student loans 
are indexed annually to the 10-year Treasury note rate. 
For undergraduate subsidized and unsubsidized loans, 
the interest rate is the 10-year Treasury note rate plus 
2.05 percentage points, with a cap of 8.25 percent. For 
unsubsidized loans to graduate students, the interest 
rate is the 10-year Treasury note rate plus 3.6 percent¬ 
age points, with a cap of 9.5 percent. Finally, for PLUS 
loans, which are additional unsubsidized loans to parents 
or graduate students, the rate is the 10-year Treasury 
note rate plus 4.6 percentage points, with a cap of 
10.5 percent. 

Option 

This option includes two alternatives. The first would 
remove the interest rate cap on all graduate loans and 
PLUS parent loans. The second would remove the inter¬ 
est rate cap on all federal student loans. Both policies 
would take effect in the 2019-2020 academic year. 
Without the caps, student loan interest rates would be 
higher than under current law for undergraduate bor¬ 
rowers if the 10-year Treasury note rate was higher than 
6.2 percent or for graduate and parent borrowers if it was 
higher than 5.9 percent. 


Effects on the Budget 

When estimating the budgetary effects of proposals to 
change federal loan programs, the Congressional Budget 
Office is required by law to use the method established 
in the Federal Credit Reform Act (FCRA). Under FCRA 
accounting, projected cash flows—including projected 
flows after 2028—are discounted to the present value in 
the year the loan was taken out using interest rates on 
Treasury securities. (Present value is a single number that 
expresses a flow of current and future payments in terms 
of an equivalent lump sum paid today and that depends 
on the rate of interest, or discount rate, that is used to 
translate future cash flows into current dollars.) FCRA 
accounting, however, does not consider all the risks 
borne by the government. In particular, it does not con¬ 
sider market risk—which arises from shifts in macroeco¬ 
nomic conditions, such as productivity and employment, 
and from changes in expectations about future mac¬ 
roeconomic conditions. The government is exposed to 
market risk because, when the economy is weak, borrow¬ 
ers default on their debt obligations more frequently, and 
recoveries from borrowers are lower. Under an alternative 
method, the fair-value approach, estimates are based on 
market values—market prices when they are available, 
or approximations of market prices when they are not— 
which better account for the risk that the government 
takes on. As a result, the discount rates used to calculate 
the present value of higher loan repayments under the 
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option are higher for fair-value estimates than for FCRA 
estimates, and the savings from those higher repayments 
are correspondingly lower. 

According to the FCRA method, eliminating the cap 
only on loans to graduate students and parents would 
reduce projected spending by $11 billion from 2019 
to 2028, CBO estimates. According to the fair-value 
method, projected spending would decline by $8 billion. 

According to the FCRA method, eliminating the cap on 
all federal student loans would reduce projected spend¬ 
ing by $16 billion from 2019 to 2028. According to the 
fair-value method, projected spending would decline by 
$12 billion. 

Both alternatives are projected to lower spending because 
there is some possibility that the interest rate caps could 
bind under current law, even though that outcome does 
not occur in CBO’s 10-year economic projections. In 
other words, the estimates take into account the possibil¬ 
ity that interest rates will be higher than expected. CBO 
estimates a range of possible outcomes for borrower 
interest rates using statistical techniques designed to cap¬ 
ture the effects of volatility in interest rates. Specifically, 
such estimates are based on Monte Carlo simulations, 
a technique based on statistical inference regarding the 
uncertainty in estimates and projections of economic 
variables. That technique allows CBO to account for the 
probability in each year that the 10-year Treasury note 
rate will be high enough for the caps to be in effect. 

Uncertainty around the possible outcomes for future 
interest rates is one key factor that makes the estimates 


of the two alternatives uncertain. Underlying the esti¬ 
mates is the probability that the Treasury rate will be 
high enough for student loan rates to be capped, which 
is based on CBO’s April 2018 forecast of the Treasury 
rate. A greater probability of higher Treasury rates would 
increase the probability that the caps would bind. As 
a result, the estimated savings from this option would 
also increase. Likewise, a smaller probability of higher 
Treasury rates would decrease the probability that the 
caps would bind and, thus, the estimated savings would 
decrease. 

Other Effects 

An argument for this option is that the program’s subsidy 
would depend less on the level of interest rates. In other 
words, the cost to borrowers would always increase 
when the government’s cost of funding increases and any 
underlying subsidy would remain unchanged. Removing 
the caps would also prevent student loan borrowing from 
becoming cheaper relative to other borrowing, such as 
taking out a home mortgage, when Treasury rates are 
high. 

An argument against this option is that borrowers 
would face higher costs to repay their loans if their loan 
interest rates were higher than the current caps. The 
Congress originally included the caps so that there would 
be a limit to borrowers’ interest costs if Treasury rates 
increased to very high levels. If the caps were removed, 
the potential for such high interest rates could cause peo¬ 
ple who would need to take out student loans to choose 
not to attend college. In addition, such high interest rates 
could increase borrowers’ default rates. 


RELATED OPTIONS: Mandatory Spending, “Limit Forgiveness of Graduate Student Loans” (page 28), “Reduce or Eliminate Subsidized 
Loans for Undergraduate Students” (page 31), “Reduce or Eliminate Public Service Loan Forgiveness” (page 34); Revenues, “Eliminate 
Certain Tax Preferences for Education Expenses” (page 244) 

RELATED CBO PUBLICATION: Options to Change Interest Rates and Other Terms on Student Loans 0une 2013), www.cbo.gov/ 
publication/44318 
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Mandatory Spending—Option 11 Function 550 

Adopt a Voucher Plan and Slow the Growth of Federal Contributions for the Federal Employees 
Health Benefits Program 













Total 

Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2019- 

2023 

2019- 

2028 




Adopt a Voucher Plan, With Growth Based on the CPI-U 




Change in Mandatory Outlays 3 

0 

0 

-0.7 

-1.6 

-2.7 

-3.9 

-5.0 

-6.1 

-7.1 

-8.2 

-5.0 

-35.2 

Change in Revenues 11 

0 

0 

* 

* 

* 

* 

* 

-0.1 

-0.2 

-0.2 

-0.1 

-0.6 

Decrease (-) in the Deficit From 
Changes in Mandatory Outlays 
and Revenues 3 

0 

0 

-0.6 

-1.6 

-2.7 

-3.8 

-4.9 

-6.0 

-7.0 

-8.0 

-4.9 

-34.6 

Change in Discretionary Spending 













Budget authority 

0 

0 

-0.6 

-1.4 

-2.3 

-3.2 

-4.1 

-5.0 

-5.9 

-6.8 

-4.3 

-29.2 

Outlays 

0 

0 

-0.6 

-1.4 

-2.3 

-3.2 

-4.1 

-5.0 

-5.9 

-6.8 

-4.3 

-29.2 




Adopt a Voucher Plan, With Growth Based on the Chained CPI-U 



Change in Mandatory Outlays 3 

0 

0 

-0.7 

-1.8 

-2.9 

-4.1 

-5.3 

-6.5 

-7.6 

-8.7 

-5.4 

-37.5 

Change in Revenues 11 

0 

0 

* 

* 

-0.1 

-0.1 

-0.1 

-0.1 

-0.2 

-0.3 

-0.1 

-0.8 

Decrease (-) in the Deficit From 
Changes in Mandatory Outlays 
and Revenues 3 

0 

0 

-0.7 

-1.7 

-2.9 

-4.1 

-5.2 

-6.3 

-7.4 

-8.5 

-5.3 

-36.8 

Change in Discretionary Spending 













Budget authority 

0 

0 

-0.7 

-1.5 

-2.5 

-3.4 

-4.3 

-5.4 

-6.3 

-7.3 

-4.7 

-31.4 

Outlays 

0 

0 

-0.7 

-1.5 

-2.5 

-3.4 

-4.3 

-5.4 

-6.3 

-7.3 

-4.7 

-31.4 


This option would take effect in January 2021. 

CPI-U = consumer price index for all urban consumers; * = between -$50 million and zero. 

a. Includes estimated savings by the Postal Service, whose spending is classified as off-budget. 

b. Estimates include the effects on Social Security payroll tax receipts, which are classified as off-budget. 

c. Changes in discretionary spending are not included in this total because they would be realized only if future appropriations were adjusted 
accordingly and because the Congress uses different procedures to enforce its budgetary goals related to discretionary spending. 


Background 

The Federal Employees Health Benefits (FEHB) pro¬ 
gram provides health insurance coverage to 4 million 
federal workers and annuitants, as well as to approxi¬ 
mately 4 million of their dependents and survivors. In 
2018, those benefits are expected to cost the govern¬ 
ment (including the Postal Service) about $38 billion. 
Policyholders, whether they are active employees or 
annuitants, generally pay 25 percent of the premium for 
lower-cost plans and a larger share for higher-cost plans; 
the federal government pays the rest of the premium. 
That premium-sharing structure provides some incen¬ 
tive for federal employees to choose plans with lower 


premiums, although the incentive is smaller than it 
would be if they realized the full savings from choosing 
such plans. The premium-sharing structure also imposes 
some competitive pressure on insurers to hold down 
premiums—but again, less pressure than would exist if 
employees paid the full cost of choosing more expensive 
plans. 

Option 

This option consists of two alternatives. Each alternative 
would replace the current premium-sharing structure 
with a voucher, which would be excluded from income 
and payroll taxes, starting in January 2021. Under the 
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first alternative, the voucher would be updated each year 
by the projected rate of inflation as measured by the 
consumer price index for all urban consumers (CPI-U). 
The second alternative would index the voucher to the 
chained CPI-U, rather than the CPI-U. 

According to the Congressional Budget Office’s esti¬ 
mates, the voucher under the first alternative would 
cover roughly the first $6,500 of a self-only premium, 
the first $14,000 of a self-plus-one premium, or the first 
$15,000 of a family premium in 2021. CBO calculated 
those amounts by taking its estimates of the govern¬ 
ment’s average expected contributions to FEHB premi¬ 
ums in 2018 and then increasing them by the CPI-U 
from 2018 through 2021. Each year, the voucher would 
continue to grow at that rate of inflation, rather than at 
the average rate of growth for FEE1B premiums. 

Because the chained CPI-U grows more slowly than 
the CPI-U, the value of the voucher under the second 
alternative would cover less of the premium than the 
first alternative. Relative to current law, CBO estimates 
that average contributions to FEE1B premiums would 
be 3 percent lower in 2021 and 22 percent lower in 
2028 under the CPI-U alternative and 3 percent lower 
in 2021 and 23 percent lower in 2028 under the chained 
CPI-U alternative. 

Effects on the Budget 

Under current law, FEHB premiums grow significantly 
faster than either measure of inflation in CBO’s projec¬ 
tions. (The expected rate of growth for FEHB premiums 
is similar to that for private insurance premiums, which 
the agency estimates on the basis of its projections of 
increases in disposable income and other factors that 
have historically been associated with growth in premi¬ 
ums.) Indexing the voucher to either measure of inflation 
would produce budgetary savings. However, in general, 
linking the voucher amount to an index that grows faster 
(as under the first alternative) would result in lower 
savings, and linking the voucher amount to an index 
that grows more slowly (as under the second alternative) 
would produce greater savings. 

Mandatory Spending and Revenues. Both alterna¬ 
tives would affect mandatory spending and revenues. 
They would reduce mandatory spending for the FEHB 
program because the Treasury and the Postal Service 
would make lower payments for FEHB premiums for 
annuitants and postal workers. (That reduced spending 


includes estimated savings by the Postal Service, whose 
spending is classified as off-budget.) 

In addition, both alternatives would have other effects on 
mandatory spending because some FEHB participants 
would leave the program. On the one hand, mandatory 
spending would increase if FEHB participants disen- 
rolled from FEHB and enrolled in federally subsidized 
insurance provided by Medicare or the health insurance 
marketplaces established under the Affordable Care 
Act. (People whose contributions to employment-based 
health insurance exceed a specified percentage of income 
are eligible for subsidies through the marketplaces if 
they meet other eligibility criteria; by increasing enroll- 
ees’ premium contributions, this option would boost 
the number who qualify on that basis.) On the other 
hand, mandatory spending would be further reduced if 
annuitants who are FEHB participants disenrolled from 
the program and either became uninsured or bought 
unsubsidized coverage in the marketplaces or from 
insurers outside the marketplaces. The net effect of those 
disenrolled FEHB participants on changes in mandatory 
spending would be small relative to the savings from the 
voucher, but the direction of the change is uncertain. 

Revenues also would be affected because of changes in 
the number of people with employment-based insurance 
(obtained through a spouse, for example). Those changes 
would affect the share of total compensation that takes 
the form of taxable wages and salaries and the share that 
takes the form of nontaxable health benefits. Taxable 
compensation would increase for some people and 
decrease for others. Those effects on revenues, however, 
would be minimal. 

Overall, estimated changes in mandatory spending and 
revenues would reduce the deficit between 2021 and 
2028 by $35 billion under the first alternative and by 
$37 billion under the second alternative. 

Discretionary Spending. By reducing federal agencies’ 
payments for FEHB premiums for current employees 
and their dependents, the first alternative would reduce 
discretionary spending by an estimated $29 billion from 
2021 through 2028, provided that appropriations were 
reduced to reflect those lower costs. The second alterna¬ 
tive would reduce discretionary spending by an estimated 
$31 billion from 2021 through 2028. 
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Uncertainty. The largest source of uncertainty in the esti¬ 
mate of savings over the next 10 years is CBO’s estimate 
of how the growth of FEHB premiums under current 
law would compare with general inflation, as measured 
by either the CPI-U or the chained CPI-U. The dif¬ 
ference between the FEHB premium and the voucher 
amount is a major contributor to the budgetary effects 
under both alternatives. 

Other Effects 

An advantage of both alternatives is that they would 
increase enrollees’ incentive to choose lower-premium 
plans: If they selected plans that cost more than the 
voucher amount, they would pay the full additional cost. 
For the same reason, both alternatives would strengthen 
price competition among health care plans participating 
in the FEHB program. Because enrollees would pay no 
premium for plans that cost no more than the value of 


the voucher, insurers would have a particular incentive to 
offer such plans. 

Both alternatives also could have several drawbacks. 

First, because the value of the voucher would grow 
more slowly over time than premiums would, partici¬ 
pants would eventually pay more for their health insur¬ 
ance coverage. Some employees and annuitants who 
would be covered under current law might therefore 
decide to forgo coverage altogether. Second, many large 
private-sector companies currently provide health care 
benefits for their employees that are comparable to what 
the government provides. Under this option, the govern¬ 
ment benefits could become less attractive than pri¬ 
vate-sector benefits, making it harder for the government 
to attract highly qualified workers. Finally, the option 
would cut benefits that many federal employees and 
annuitants may believe they have already earned. 


RELATED CBO PUBLICATION: Comparing the Compensation of Federal and Private-Sector Employees, 2011 to 2015 (April 2017), 
www.cbo.gov/publication/52637 
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Mandatory Spending—Option 12 

Function 550 

Establish Caps on Federal Spending for Medicaid 



Billions of Dollars 


Total 

2019- 2019- 

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2023 2028 


Caps on Overall Spending 3 

Apply Caps to All Eligibility 
Categories, With Growth of Caps 
Based on the CPI-U 


Change in Outlays 

0 

-1 

-14 

-32 

-45 

-60 

-75 

-91 

-109 

-125 

-92 

-553 

Change in Revenues 11 

0 

-2 

-4 

-5 

-7 

-8 

-9 

-10 

-12 

-12 

-57 

Decrease (-) in the Deficit 

0 

-1 

-12 

-28 

-40 

-53 

-68 

-82 

-99 

-113 

-81 

-496 

Apply Caps to All Eligibility Categories, 

With Growth of Caps Based on the CPI-U 

Plus 1 Percentage Point 

Change in Outlays 

0 

-1 

-4 

-17 

-26 

-37 

-48 

-59 

-71 

-83 

-48 

-346 

Change in Revenues 11 

0 

-1 

-3 

-4 

-5 

-6 

-7 

-8 

-9 

-8 

-41 

Decrease (-) in the Deficit 

0 

-1 

-3 

-14 

-22 

-32 

-42 

-52 

-64 

-74 

-41 

-305 

Apply Caps to Adult and Children 

Eligibility Categories Only, With 

Growth of Caps Based on the CPI-U 

Change in Outlays 

0 

-1 

-7 

-17 

-25 

-33 

-42 

-51 

-60 

-68 

-51 

-304 

Change in Revenues 11 

0 

-2 

-3 

-5 

-6 

-7 

-8 

-9 

-10 

-10 

-50 

Decrease (-) in the Deficit 

0 

-1 

-5 

-14 

-20 

-27 

-35 

-42 

-51 

-58 

-40 

-255 

Apply Caps to Adult and Children 

Eligibility Categories Only, With 

Growth of Caps Based on the CPI-U 

Plus 1 Percentage Point 

Change in Outlays 

0 

-1 

-2 

-10 

-15 

-22 

-28 

-34 

-41 

-47 

-28 

-199 

Change in Revenues 11 

0 

-1 

-2 

-3 

-4 

-5 

-6 

-7 

-8 

-7 

-38 

Decrease (-) in the Deficit 

0 

-1 

-1 

-7 

-12 

-17 

-23 

-28 

-34 

-39 

-21 

-162 


Continued 


Background 

Medicaid is a joint federal-state program that cov¬ 
ers acute and long-term health care for groups of 
low-income people, chiefly families with dependent 
children, elderly people (people over the age of 65), 
nonelderly people with disabilities, and—at the dis¬ 
cretion of individual states—other nonelderly adults 
whose family income is up to 138 percent of the federal 
poverty guidelines. Under current law, the federal and 
state governments share in the financing and administra¬ 
tion of Medicaid. The federal government provides the 


majority of Medicaid’s funding; establishes the statutory, 
regulatory, and administrative structure of the program; 
and monitors state compliance with the program’s rules. 
As part of its responsibilities, the federal government 
determines which groups of people and medical services 
states must cover if they participate in the program and 
which can be covered at states’ discretion. For their part, 
the states administer the program’s daily operations, 
reimburse health care providers and health plans, and 
determine which optional eligibility and service catego¬ 
ries to adopt. The result is wide variation among states in 
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Mandatory Spending—Option 12 

Continued 

Establish Caps on Federal Spending for Medicaid 



Billions of Dollars 


Total 

2019- 2019- 

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2023 2028 


Caps on Spending per Enrollee 0 

Apply Caps to All Eligibility 
Categories, With Growth of Caps 
Based on the CPI-U 


Change in Outlays 

0 

-1 

-3 

-40 

-64 

-82 

-102 

-123 

-146 

-169 

-109 

-731 

Change in Revenues 11 

0 

* 

-1 

-1 

-2 

-2 

-3 

-5 

-6 

-8 

-4 

-28 

Decrease (-) in the Deficit 

0 

-1 

-3 

-39 

-62 

-80 

-98 

-118 

-140 

-162 

-105 

-703 


Apply Caps to All Eligibility Categories, 
With Growth of Caps Based on the CPI-U 
Plus 1 Percentage Point 


Change in Outlays 

0 

-1 

-3 

-21 

-39 

-51 

-64 

-78 

-93 

-109 

-64 

-460 

Change in Revenues 11 

0 

* 

-1 

-1 

-1 

-2 

-3 

-4 

-5 

-6 

-3 

-22 

Decrease (-) in the Deficit 

0 

-1 

-3 

-20 

-37 

-49 

-61 

-75 

-89 

-103 

-61 

-438 


Apply Caps to Adult and Children 
Eligibility Categories Only, With 
Growth of Caps Based on the CPI-U 


Change in Outlays 

0 

-1 

-3 

-29 

-44 

-55 

-68 

-81 

-96 

-110 

-77 

-488 

Change in Revenues 11 

0 

* 

-1 

-1 

-2 

-2 

-3 

-4 

-5 

-6 

-4 

-24 

Decrease (-) in the Deficit 

0 

-1 

-3 

-28 

-42 

-53 

-65 

-77 

-90 

-104 

-74 

-464 


Apply Caps to Adult and Children 
Eligibility Categories Only, With 
Growth of Caps Based on the CPI-U 
Plus 1 Percentage Point 


Change in Outlays 

0 

-1 

-3 

-18 

-30 

-39 

-48 

-58 

-68 

-79 

-53 

-345 

Change in Revenues 11 

0 

* 

-1 

-1 

-1 

-2 

-2 

-3 

-4 

-5 

-3 

-21 

Decrease (-) in the Deficit 

0 

-1 

-3 

-17 

-29 

-37 

-45 

-54 

-64 

-74 

-50 

-324 


Sources: Congressional Budget Office; staff of the Joint Committee on Taxation. 

CPI-U = consumer price index for all urban consumers; * = between -$500 million and zero. 

a. This alternative would take effect in October 2021, although some changes to outlays and revenues would occur earlier. 

b. Estimates include the effects on Social Security payroll tax receipts, which are classified as off-budget. 

c. This alternative would take effect in October 2022, although some changes to outlays and revenues would occur earlier. 


levels of enrollment, the scope of services covered, pay¬ 
ment rates for providers and health plans, and spending 
per capita, among other aspects of how the program is 
implemented. 

In 2017, the states received $375 billion in federal 
funding for Medicaid and spent $230 billion of their 
own funds for the program. Under current law, almost 


all federal funding is open-ended: If a state spends more 
because enrollment increases or costs per enrollee rise, 
larger federal payments are generated automatically. 

On average, the federal government pays about 62 per¬ 
cent of program costs, with a range among the states of 
50 percent to the current high of 85 percent, reflecting 
the variation in state per capita income and in the share 
of enrollees (if any) in each state that became eligible for 
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Medicaid as a result of the optional expansion of that 
program under the Affordable Care Act (ACA). Through 
2016, the federal government paid all costs for enrollees 
who became eligible as a result of the ACA. The federal 
government is scheduled to cover a slightly declining 
share of costs for that group from 2017 through 2019, 
and 90 percent of costs in 2020 and beyond. 

Medicaid spending has consumed a rising share of the 
federal budget over the past several decades, represent¬ 
ing a growing percentage of gross domestic product 
(GDP)—a trend that the Congressional Budget Office 
projects will continue into the future. Over the past 
20 years, federal Medicaid spending has risen at an 
average rate of slightly more than 7 percent annually as a 
result of general growth in health care costs, mandatory 
and optional expansions of program eligibility and cov¬ 
ered services, and the increasing amount of state spend¬ 
ing that qualifies for federal matching payments. 

CBO expects that, under current law, federal spending 
for Medicaid will grow more slowly in the next decade 
as the pressure grows on some states to constrain the 
program’s increasing share of their budgets; however, it 
will continue to increase faster than GDP growth and 
general inflation, in part because of continued growth 
in health care costs and in part because more states are 
expected to expand Medicaid coverage under the ACA. 
(To date, 32 states and the District of Columbia have 
done so.) Medicaid spending is projected to rise at an 
average rate of 6 percent a year, whereas GDP is pro¬ 
jected to increase by about 4 percent a year on a nominal 
basis, and general inflation is expected to average about 
2 percent a year. CBO estimates that Medicaid’s share of 
federal noninterest spending will rise from 10 percent in 
2017 to 11 percent in 2028. 

Lawmakers could make structural changes to Medicaid 
to decrease federal spending on the program. Among the 
possibilities are reducing the scope of covered services, 
eliminating eligibility categories, repealing the expansion 
of the ACA, reducing the federal government’s share of 
total Medicaid spending, or capping the amount that 
states receive from the federal government to operate 
the program. This option focuses on the last approach, 
although the others could have similar implications 
for federal and state spending or for individual enroll¬ 
ees, depending on the way states were permitted to, or 
decided to, respond to such policy changes. 


Key Design Choices That Would Affect Savings 

As outlined in this option, there are a variety of designs 
for caps that policymakers could consider that would 
significantly affect federal Medicaid savings. However, a 
number of major policy choices, with important implica¬ 
tions, would have to be made. Those key design choices 
include the following: 

■ Whether to set overall or per-enrollee caps; 

■ What categories of Medicaid spending and what 
eligibility categories to include in the spending limits; 

■ Which year’s spending to use to set the base year 
and what growth factor, or percentage rate, to use to 
increase the caps over time; and 

■ Whether optional expansion of coverage under 
the ACA also would be subject to the caps (thus 
creating special complexities for states that have not 
yet expanded coverage but that might do so in the 
future). 

Overall or Per-Enrollee Spending Caps. The first con¬ 
sideration is whether to pursue a cap on federal Medicaid 
spending across the board or to provide each state with a 
fixed amount of funding for each enrollee. 

Overall Caps. In general, overall caps would consist of 
a maximum amount of funding that the federal gov¬ 
ernment would give a state to operate Medicaid. Once 
established, and depending on the way they were sched¬ 
uled to increase, the federal caps generally would not 
fluctuate in response to rising or falling enrollment or as 
a result of changes in the cost of providing services. 

Overall caps could be structured in one of two main 
ways. First, the federal government could provide block 
grants at amounts that would not change, regardless of 
fluctuations in costs or enrollment. Alternatively, the 
federal government could maintain the current financ¬ 
ing structure—paying for a specific share of a state’s 
Medicaid spending—but capping the total amount 
provided to states. In that case, each state would bear 
all additional costs above the federal caps, but the state 
and the federal government would share the savings if 
spending fell below the caps. In CBO’s view, however, 
if caps were set below current projections of federal 
Medicaid spending, such additional federal savings 
would be unlikely. Given the incentive to maximize 
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federal funding, CBO expects that states would gener¬ 
ally structure their programs to qualify for all available 
federal funds up to the amount of the caps. 

Per-Enrollee Caps. Caps on per-enrollee spending would 
set an upper limit on the amount a state could spend 
on care for Medicaid enrollees, on average. Under such 
a plan, the federal government would provide funds for 
each person enrolled in the program, but only up to a 
specified amount per enrollee. As a result, each state’s 
total federal funding would be calculated as the product 
of the number of enrollees and the capped per-enrollee 
spending amount. (Individual enrollees whose care 
proved to be more expensive than the average could still 
generate additional federal payments, as long as the total 
per capita average did not exceed the cap.) Unlike an 
overall spending cap, such an approach would allow for 
additional funding if enrollment rose (when a state chose 
to expand eligibility under the ACA, for example, or as 
a result of an increase in enrollment during an economic 
downturn). Funding would decline if Medicaid enroll¬ 
ment fell (for example, when a state chose to restrict 
enrollment or when enrollment fell as a result of an 
improving economy). 

Several structures are possible for per-enrollee caps. Caps 
could be set on the basis of average federal spending per 
enrollee for all Medicaid beneficiaries or for people by 
eligibility category. In those circumstances, the federal 
government would count the enrollees overall or the 
number in each category and multiply that sum by the 
spending limit per enrollee. For caps based on eligibility 
category, the overall limit on Medicaid spending for each 
state would be the sum of the groups’ limits. A similar 
but more flexible approach would be to set a total limit 
consisting of the sum of the limits for the chosen groups, 
but to allow states to cross-subsidize groups (that is, to 
spend more than the cap for some groups and less for 
others) as long as the state’s total spending limit was 
maintained. 

Spending Categories. Policy options to cap federal 
Medicaid spending could target all Medicaid spending 
or spending for specific categories of services. Most 
federal Medicaid spending covers acute care ($260 bil¬ 
lion in 2017) or long-term care ($88 billion in 2017). 
Both types of spending could be divided among various 
subcategories. For example, caps could exclude payments 
to certain enrollees who are also enrolled in Medicare 
for their Medicare cost sharing because such payments, 


which are typically included in acute care spending, are 
more related to Medicare than Medicaid. Other spend¬ 
ing categories include disproportionate share hospital 
(DSFI) payments to inpatient facilities that serve a higher 
percentage of Medicaid enrollees and uninsured patients; 
spending under the Vaccines for Children (VFC) pro¬ 
gram; and administrative spending. (The total in 2017 
for those three categories was $27 billion.) In general, the 
more spending categories that were capped, the greater 
the potential for federal budgetary savings. 

Eligibility Categories. In addition to placing limits on 
spending for different categories of services, caps could 
limit spending for different eligibility categories. The 
main eligibility categories for Medicaid consist of the 
elderly; people with disabilities; children; nondisabled, 
nonelderly adults who would have been eligible before 
enactment of the ACA; and adults made eligible by the 
ACA. As with service categories, the more eligibility 
categories that are covered by the caps, the greater the 
potential for federal savings. For example, caps could 
limit federal spending (either overall or per enrollee) 
only for children and certain adults but leave spending 
unchanged for elderly and disabled enrollees. Because the 
latter two groups of enrollees currently account for about 
47 percent of Medicaid spending—and are projected to 
account for about 46 percent in 2028—caps that did not 
apply to them would produce far smaller savings than 
caps that applied to all groups (assuming that the other 
characteristics of the two sets of caps were the same). 

Per-enrollee caps could establish one average per-person 
cost limit for all enrollees or establish separate limits 
for different types of enrollees. If there was more than 
one per-enrollee cap, separate caps could be established 
for as many specific categories as could be identified in 
Medicaid administrative data (see the section on “Other 
Considerations”). For example, past proposals have 
considered separate caps for the elderly, people with 
disabilities, children, and nondisabled, nonelderly adults. 
Separate caps also could be established for pregnant 
women, for adults added as a result of the expansion of 
Medicaid under the ACA, or for other particular groups. 

The choice of creating only one or more than one 
per-enrollee cap—and if so, which groups to select for 
each cap—could affect whether and to what extent the 
states would have an incentive to maximize enrollment 
of some groups over others. A single cap for all enroll¬ 
ees would average the costs of groups without regard to 
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substantial differences in the groups’ health status, thus 
creating financial incentives for states to enroll people 
whose costs were expected to be below the cap. For 
example, per-enrollee spending for children and non- 
elderly, nondisabled adults, on average, is below that for 
elderly patients and people with disabilities. Therefore, 
the enrollment of every additional child and nonelderly, 
nondisabled adult would generate payments from the 
federal government in excess of their average costs, help¬ 
ing a state to remain below its total spending limit, and 
the enrollment of every additional elderly or disabled 
enrollee would make that goal more difficult to achieve 
because federal payments would be below their average 
cost. However, the degree to which states could effec¬ 
tively maximize enrollment of people in one category 
compared with another would depend on the degree of 
flexibility states were given to keep their costs below the 
caps. 

Base-Year Spending. Establishing caps on federal spend¬ 
ing for Medicaid requires selecting a particular year of 
Medicaid outlays as a “base year” and calculating that 
year’s total spending for the service categories and 
eligibility groups that are included. The base year is 
usually not the first year in which the caps take effect, 
which could be any year in the budget window, but the 
year from which the future cap amounts are projected 
(as described in the next section). Thus, for overall and 
per-enrollee spending caps alike, the selection of the base 
year is important: A higher base-year amount would lead 
to higher caps (and lower federal savings) than a lower 
base-year amount would. 

An important consideration in selecting a base year is 
whether to use a past or future year. Most proposals use a 
past year because Medicaid expenditures are known and 
because states cannot increase spending in a past base 
year to boost their future spending limits. By contrast, a 
future base year would allow states to increase spending 
in that year by raising payment rates for providers and 
health plans, making additional onetime supplemental 
payments, or moving payments for claims from different 
periods into the base year, thereby increasing the caps 
and lowering federal savings. 

Choosing a past year as a base also would essentially 
lock in the spending that resulted from previous choices 
about the design of a state’s Medicaid program, includ¬ 
ing the choice of whether to expand Medicaid. Once 
caps were set on the basis of a past year, states would be 


responsible for the full cost of any expansionary program 
changes whose costs exceeded the caps, such as raising 
payment rates or voluntarily adding covered services 
(which some might consider a desirable outcome if a 
principal goal of the cap was to constrain state spend¬ 
ing). In addition, states that have made efforts to operate 
their programs efficiently to keep costs low would receive 
caps that reflected that efficiency and were, all else 
being equal, lower than the caps of states with ineffi¬ 
cient programs. Therefore, those states that maintained 
efficiency would have less flexibility to reduce spending 
to comply with the caps, and states that operated ineffi¬ 
ciently would have more flexibility. Ways to address that 
issue would include supplementing base-year spending 
amounts or assigning higher growth rates to states that 
spent less to give them more room to change their pro¬ 
grams over time. However, that approach would reduce 
the federal savings generated by the caps. 

Growth Factors. The choice of which growth factor to 
use determines the annual rate of increase in spending 
subject to the caps from the base year and inflates the 
spending limits in future years. The growth factor is 
one of the most important drivers of savings derived 
from the option to cap Medicaid spending, as the caps 
are essentially limits on the degree to which the federal 
government would allow its payments to grow over 
time. However, the growth factor could be set to meet 
specific savings targets or to achieve other specific policy 
purposes. For example, if a growth factor was set roughly 
equal to the rate of increase projected for Medicaid 
spending under current law, little or no budgetary 
savings might be anticipated, but some other policy 
objective could be met, such as protecting the federal 
government from unanticipated cost increases in the 
future. Alternatively, the growth factor could be set to 
make the increase in federal Medicaid spending—overall 
or per enrollee—match changing prices in the economy 
as measured, for example, by the consumer price index 
for all urban consumers (CPI-U). The growth factor 
could be set to reflect the growth in health care costs per 
person, perhaps as measured by the per capita increase in 
national health expenditures, or at a rate that was consis¬ 
tent with economic growth as measured by the increase 
in per capita GDP. Growth factors that were tied to price 
indexes or to overall economic growth, however, would 
not generally account for increases in the average quan¬ 
tity or intensity of medical services of the sort that have 
occurred in the past. 
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For overall spending caps, which would not provide 
additional funds automatically if Medicaid enrollment 
rose, the growth factor could include some measure of 
population growth (such as the Census Bureau’s state 
population estimates) or changes in the unemployment 
rate to account for increases in enrollment. A growth fac¬ 
tor also could be any legislated rate designed to produce 
a desired amount of savings. 

In general, the lower the growth factor relative to CBO’s 
projected growth rate for federal Medicaid spending 
under current law, the greater the projected federal bud¬ 
getary savings would be. But the lower the growth factor, 
the greater the possibility that federal funding would not 
keep pace with increases in states’ costs per Medicaid 
enrollee or, in the case of overall caps, with increases in 
Medicaid enrollment, thus raising the likelihood that 
states would not be able to maintain current services or 
coverage. 

The Optional Expansion of Medicaid. Since January 
2014, states have been permitted to extend eligibility 
for Medicaid to most people whose income is below 
138 percent of the federal poverty guidelines. Under the 
terms of the ACA, the federal government currently cov¬ 
ers a much larger share of the cost of providing Medicaid 
coverage to people made eligible by the expansion than 
it does for other Medicaid enrollees. That higher federal 
share was set at 100 percent through 2016 and is sched¬ 
uled to decline gradually to 90 percent by 2020 and 
remain at that rate thereafter. The expansion of Medicaid 
would add complexity to the design of federal spend¬ 
ing caps, particularly for states that chose to adopt the 
expansion after the base year. 

For states that have not yet adopted the ACA expansion, 
data from an earlier base year would reflect spending 
only for groups of people who were eligible before 
expansion. Should any of those states subsequently adopt 
the expansion, the annual limits established by an overall 
spending cap would fail to account for the spending of 
expansion enrollees. For per-enrollee caps, the additional 
enrollment from the coverage expansion would gener¬ 
ate additional federal spending, but average per capita 
spending for adults in the base year would not account 
for the higher federal payment for newly eligible people. 
In addition, the average would not reflect any differences 
in expected costs related to the health status of those new 
enrollees compared with costs for people who would 
have been eligible before the expansion. 


In designing Medicaid caps, those issues could be 
addressed in one of several ways. Specifically, policy¬ 
makers could: 

■ Select a base year far enough in the future to allow 
time for states that chose to do so to adopt the 
expansion and for enrollment to become fairly stable. 

■ Leave spending uncapped for people who enrolled as 
a result of the expansion, but cap spending only for 
nonexpansion enrollees. 

■ Allow the Secretary of Idealth and Human Services to 
add an estimate of future spending attributable to the 
expansion for states that chose to adopt the expansion 
after the base year. 

■ Base the caps on total combined federal and state 
spending to avoid the complexity of differing 
matching rates for expansion and pre-expansion 
adults. 

■ Make no adjustment to the caps to account for the 
costs of the expansion. 

Another question related to the optional expansion 
concerns whether capping federal Medicaid spending 
might cause some states that would otherwise expand 
coverage to reject the expansion instead. Limits on fed¬ 
eral Medicaid payments represent a potential shifting of 
costs to states, which in turn would affect states’ budget 
processes and program decisions. States could reduce 
Medicaid costs and lessen financial risk by dropping the 
optional expansion or deciding to adopt it later. CBO 
anticipates that the more that caps reduced federal fund¬ 
ing below the amounts projected under current law, the 
greater the likelihood that states would discontinue or 
reject the optional expansion—unless the cap’s structure 
was designed so that participating in the expansion did 
not make complying with the cap more difficult. 

Option 

CBO analyzed two alternatives to limit federal Medicaid 
spending: establishing overall spending caps and estab¬ 
lishing per-enrollee caps. For both alternatives, CBO 
also analyzed limits on spending for all eligibility groups 
and limits on adults and children only (excluding the 
elderly and disabled). Further, to illustrate a range of 
savings, CBO used a pair of alternative growth factors 
for each type of cap: either the annual change in the 
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CPI-U or the change in the CPI-U plus 1 percentage 
point (referred to here as the CPI-U plus 1). Under 
each alternative—and its variants—states would retain 
their current-law authority concerning optional benefits, 
optional enrollees, and payment rates for providers and 
health plans. 

CBO chose 2017 as the base year for all alternatives. 
Overall caps would take effect in October 2021; 
per-enrollee caps would take effect one year later. That 
additional year would be the minimum necessary to 
allow for the complex gathering of data needed to arrive 
at state-specific caps for each enrollee group (as discussed 
below in the section “Availability of Data”). For overall 
and per-enrollee caps alike, federal matching rates would 
continue as they are under current law. Medicaid’s DSH, 
VFC, and administrative spending would be excluded, 
as would Medicaid assistance with Medicare cost shar¬ 
ing and premiums for those dually eligible for both 
programs. 

For the per-enrollee spending caps, CBO assumed that 
separate spending limits would be set for five Medicaid 
eligibility groups in each state: the elderly; people with 
disabilities; children; nondisabled, nonelderly adults 
who would have been eligible before enactment of the 
ACA; and adults made eligible by the ACA (in states 
that have expanded coverage). States would be permitted 
to cross-subsidize groups. CBO also assumed that the 
Secretary of Flealth and Human Services would create a 
new data source to capture the necessary spending and 
enrollment information for the five groups. Those same 
specifications would apply to alternatives that capped 
spending only for adults and children. 

For simplicity, CBO assumed that the Secretary would 
not adjust the caps to reflect estimated additional spend¬ 
ing in any state that adopted the expansion after the base 
year. Per-enrollee caps would be established on combined 
federal and state spending (overall caps would not). By 
that method, if combined federal and state spending 
exceeded the caps, the percentage of the excess spending 
above the cap would be cut from the federal payment to 
states: If a state overspent its per-enrollee cap by 5 per¬ 
cent, for example, the federal payment to the state would 
be reduced by the same amount. 

Effects on the Budget From Caps on Overall Spending 

Under the specifications listed here, CBO estimates 
that the overall caps affecting spending for all eligibility 


groups would generate gross savings to Medicaid of 
$700 billion between 2020 and 2028 using the CPI-U 
growth factor and $454 billion using the CPI-U plus 
1 growth factor. That translates into savings of about 
15 percent and 10 percent, respectively, from the cur¬ 
rent-law projection of total federal Medicaid spending 
for the period. In 2028, gross savings from establishing 
overall caps on all eligibility groups would represent 
about 23 percent of projected federal Medicaid spending 
using the CPI-U growth factor and 16 percent using the 
CPI-U plus 1 growth factor. 

CBO estimates that establishing caps on overall spend¬ 
ing for only the adult and children eligibility groups 
would generate gross savings to Medicaid of $433 billion 
between 2020 and 2028 using the CPI-U growth factor 
and $299 billion using the CPI-U plus 1 growth factor. 
That translates into savings of about 9 percent and 6 per¬ 
cent, respectively, from the current-law projection of 
total federal Medicaid spending for the period. In 2028, 
gross savings from establishing caps on overall spending 
for only the adult and children eligibility groups would 
represent about 14 percent of projected federal Medicaid 
spending using the CPI-U growth factor and 10 percent 
using the CPI-U plus 1 growth factor. 

The gross savings from establishing caps on overall 
spending—regardless of whether those caps applied to 
spending for all eligibility categories or only to those 
that consist of adults and children—would be partially 
offset. Reductions in federal Medicaid spending resulting 
from the overall caps would represent large reductions 
in state revenues. Therefore, in CBO’s assessment, the 
states would take a variety of actions to reduce a portion 
of the additional costs that they would face, including 
restricting enrollment. CBO anticipates that, in response 
to the caps on spending, some states would discontinue 
coverage for enrollees made eligible by the ACA, and 
all states that would have adopted such coverage in the 
future would no longer choose to do so. (A reduction in 
the deficit would occur in 2020 because the caps would 
become law in 2019, and CBO expects that some of the 
states that would have opted to expand coverage would 
have done so in 2020.) For people who lost Medicaid 
coverage, some would gain access to subsidized health 
insurance coverage through the marketplaces established 
by the ACA. Specifically, some people who lost Medicaid 
eligibility would qualify for subsidies to buy coverage 
through the marketplaces if other eligibility criteria were 
met. The rest would enroll in other coverage, principally 



48 OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 


DECEMBER 2018 


through an employer, or become uninsured. Overall, 
CBO and the staff of the Joint Committee on Taxation 
(JCT) estimate that roughly 60 percent of people who 
lost Medicaid coverage would become uninsured; 
that increase in the uninsured would in turn increase 
Medicare’s DSH payments to inpatient facilities that 
serve a higher percentage of low-income patients. 

For the caps on overall spending that affect all eligibility 
groups, the agencies estimate—using the CPI-U growth 
factor—that the additional marketplace and employ¬ 
ment-based coverage, along with increased Medicare 
spending related to DSH payments, would increase 
outlays by $147 billion and decrease revenues by $57 bil¬ 
lion from 2020 through 2028. Using the CPI-U plus 1 
growth factor, the agencies estimate that the additional 
coverage and Medicare spending would increase outlays 
by $108 billion and decrease revenues by $41 billion 
over the same period. As a result, the net effect on the 
deficit would be savings of $496 billion between 2020 
and 2028 using the CPI-U growth factor and $305 bil¬ 
lion using the CPI-U plus 1 growth factor. 

For caps affecting overall spending for only the adult 
and children eligibility groups, the agencies estimate— 
using the CPI-U growth factor—that the additional 
marketplace and employment-based coverage along with 
increased Medicare spending related to DSH payments 
would increase outlays by $129 billion and decrease reve¬ 
nues by $50 billion from 2020 through 2028. Using the 
CPI-U plus 1 growth factor, the agencies estimate that 
the additional coverage and Medicare spending would 
increase outlays by $ 100 billion and decrease revenues 
by $38 billion over the same period. As a result, the net 
effect on the deficit would be savings of $255 billion 
between 2020 and 2028 using the CPI-U growth factor 
and $ 162 billion using the CPI-U plus 1 growth factor. 

Effects on the Budget From Caps on Spending per 
Enrollee 

CBO estimates that per-enrollee caps affecting spending 
for all eligibility groups would generate gross savings to 
Medicaid of $805 billion between 2020 and 2028 using 
the CPI-U growth factor and $522 billion using the 
CPI-U plus 1 growth factor, yielding savings of about 
17 percent and 11 percent, respectively, relative to the 
current-law projection of total federal Medicaid spending 
for the period. The gross savings would represent about 
29 percent and 19 percent, respectively, of projected 
federal Medicaid spending in 2028. 


CBO estimates that per-enrollee caps affecting spend¬ 
ing only for the adult and children eligibility groups 
would generate gross savings to Medicaid of $554 bil¬ 
lion between 2020 and 2028 using the CPI-U growth 
factor and $403 billion using the CPI-U plus 1 growth 
factor. That translates into savings of about 12 percent 
and 8 percent, respectively, from the current-law projec¬ 
tion of total federal Medicaid spending for the period. 
The gross savings would represent about 19 percent and 
14 percent, respectively, of projected federal spending for 
Medicaid in 2028. 

Some of the difference in gross savings to Medicaid 
is attributable to the caps’ different implementa¬ 
tion dates—specifically, the later implementation of 
per-enrollee caps. If the caps on overall spending also 
took effect in 2022, the gross savings from establishing 
those caps on all eligibility groups would be $678 billion 
using the CPI-U growth factor and $445 billion using 
the CPI-U plus 1 growth factor. The gross savings from 
implementing caps on overall spending for only the adult 
and children eligibility groups would be $422 billion 
using the CPI-U growth factor and $295 billion using 
the CPI-U plus 1 growth factor. 

As with the caps on overall spending, the gross sav¬ 
ings from per-enrollee caps would be partially offset. 
Although per-enrollee caps would provide additional fed¬ 
eral payments for each enrollee, caps below projections 
of federal per-enrollee spending would create a loss of 
revenues to states for each enrollee relative to current law. 
Therefore, CBO anticipates that some states also would 
take action to restrict enrollment under per-enrollee 
caps. In addition, CBO and JCT estimate that roughly 
60 percent of enrollees who lost Medicaid coverage 
would become uninsured, thereby increasing Medicare’s 
DSH payments to inpatient facilities that serve a higher 
percentage of low-income patients. The remainder would 
instead either obtain subsidized health insurance through 
the marketplaces or enroll in an employment-based 
plan. For per-enrollee caps affecting all eligibility groups, 
the agencies estimate that the additional coverage and 
Medicare spending using the CPI-U growth factor would 
increase outlays by $74 billion and decrease revenues 
by $28 billion from 2020 through 2028. Using the 
CPI-U plus 1 growth factor, the agencies estimate that 
the additional coverage and Medicare spending would 
increase outlays by $62 billion and decrease revenues 
by $22 billion over the same period. As a result, the net 
effect on the deficit would be savings of $703 billion 
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between 2020 and 2028 using the CPI-U growth factor 
and $438 billion using the CPI-U plus 1 growth factor. 

For per-enrollee caps affecting only the adult and chil¬ 
dren eligibility groups, the agencies estimate—using the 
CPI-U growth factor—that increases in marketplace 
and employment-based coverage along with increased 
Medicare spending related to DSH payments would 
increase outlays by $66 billion and decrease revenues by 
$24 billion from 2020 through 2028. Using the CPI-U 
plus 1 growth factor, the agencies estimate that those 
coverage changes would increase outlays by $58 billion 
and decrease revenues by $21 billion over the same 
period. As a result, the net effect on the deficit would be 
savings of $464 billion between 2020 and 2028 using 
the CPI-U growth factor and $324 billion using the 
CPI-U plus 1 growth factor. 

Per-enrollee caps—whether they applied to spending 
for all eligibility groups or to spending for adults and 
children only—would save more than the caps on overall 
spending, using the same growth factor. For example, 
using the CPI-U growth factor, the net effect on the 
deficit of the per-enrollee caps would be $703 billion 
in savings, and the net effect on the deficit of the caps 
on overall spending would be $496 billion in savings. 

The per-enrollee caps would have a larger effect on the 
deficit because of the way federal spending would change 
in response to state eligibility restrictions. As explained 
above, CBO expects that states would respond both to 
the per-enrollee caps and to overall caps on spending by 
seeking to offset a portion of the additional costs they 
would face relative to current law, including by taking 
steps to restrict eligibility. However, the effects on federal 
spending would be greater under per-enrollee caps. If 
per-enrollee caps were established, states would respond 
by restricting eligibility, and enrollment would fall. As a 
result, states would receive less federal funding (because 
they would receive the per capita amount for each 
enrollee on the basis of those enrollees’ eligibility cate¬ 
gory). By contrast, if the overall caps were established, 
lower enrollment would not change the amount of 
federal funding that would be available to states because 
the funding is not tied to enrollment. Were it not for the 
additional savings created by the way in which enroll¬ 
ment changes affected federal funding under the per-en¬ 
rollee caps, those caps would have a smaller net effect on 
the deficit than the caps on overall spending, using the 
same growth factor. 


Uncertainty 

There are two principal sources of uncertainty in the 
estimates of savings arising from this option. First, differ¬ 
ences in the actual rate of growth in Medicaid spending 
under current law between 2019 and 2028, as compared 
with CBO’s baseline projections of that growth, would 
affect the amount of savings achieved by the caps. If 
spending growth in the absence of the caps was substan¬ 
tially lower than CBO’s projections, the savings realized 
by the caps on Medicaid spending would be significantly 
lower. In an extreme case, if spending growth under 
current law was less than the CPI-U in each year, then 
capping Medicaid growth by implementing either the 
overall caps or the per-enrollee caps would produce no 
savings. By contrast, if spending growth under current 
law was substantially higher than CBO’s projections, 
then the savings would be significantly higher, as would 
the pressure on states to make adjustments to their pro¬ 
grams. Moreover, small differences in the actual growth 
under current law as compared with CBO’s projections 
earlier in the 2019-2028 period could significantly 
affect the savings from the establishment of caps. The 
significant difference in savings would occur because 
small differences between growth under current law and 
CBO’s projections early in the period would compound 
over many years. 

The second source of uncertainty pertains to how states 
would respond to the caps. Although the states’ responses 
would generally have a smaller effect on savings than 
differences between the actual and estimated growth 
rate for Medicaid under current law, whether and how 
states chose to alter their Medicaid program in response 
to the caps is uncertain. If a state chose to leave its 
Medicaid programs unchanged and instead found other 
ways to offset the loss of federal funds, there would be 
little or no change in Medicaid enrollment or to the 
offsetting costs and revenue reductions associated with 
former Medicaid enrollees obtaining subsidized health 
insurance through the marketplaces or enrolling in an 
employment-based plan. By contrast, if states made more 
significant cuts to Medicaid enrollment than expected, 
more former Medicaid enrollees would obtain subsidized 
health insurance through the marketplaces, enroll in an 
employment-based plan, or become uninsured, which 
would increase the associated offsetting costs. 

Other Effects 

From the federal government’s perspective, cap¬ 
ping Medicaid funding to states could confer several 
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advantages relative to current law. For example, setting 
spending limits by establishing caps would make federal 
costs for Medicaid more predictable. Federal spending 
caps also would curtail states’ current ability to increase 
federal Medicaid funds—an ability created by the open- 
ended nature of federal financing for the program—and 
could reduce the relatively high proportion of program 
costs now covered by the federal government. Because 
the federal government matches states’ Medicaid spend¬ 
ing, an additional state dollar spent on Medicaid is worth 
more to a state than an additional state dollar spent 
outside the program. Therefore, states have considerable 
incentive to devote more of their budgets to Medicaid 
than they would otherwise and to shift other unmatched 
program expenditures into Medicaid. For example, states 
have sometimes chosen to reconfigure health programs— 
previously financed entirely with state funds—in order 
to qualify for federal Medicaid reimbursement. And 
most states finance a portion of their Medicaid spending 
through taxes collected from health care providers with 
the intention of returning the collected taxes to those 
providers in the form of higher Medicaid payments, 
thereby boosting federal Medicaid spending without a 
corresponding increase in state spending. Those incen¬ 
tives would be reduced under a capped program. 

Caps on federal Medicaid spending also could present 
several disadvantages relative to current law. Capped fed¬ 
eral spending would create uncertainty for states as they 
plan future budgets because it could be difficult to pre¬ 
dict whether Medicaid spending would exceed the caps 
and thus require additional state spending. Moreover, 
depending on the structure of the caps, Medicaid might 
no longer serve as a countercyclical source of federal 
funds for states during economic downturns (under 
overall caps, the states might not automatically receive 
more federal funds if a downturn caused an increase in 
Medicaid enrollment). If the limits on federal payments 
were set low enough, additional costs—perhaps substan¬ 
tial costs—would be shifted to states. States then would 
need to decide whether to commit more of their own 
revenues to Medicaid or reduce spending by cutting pay¬ 
ments to health care providers and health plans, elimi¬ 
nating optional services, restricting eligibility for enroll¬ 
ment, or (to the extent feasible) arriving at more efficient 
methods for delivering services. Under proposals that 
led to significant reductions in federal funding, many 
states would find it difficult to offset the reduced fed¬ 
eral payments solely through improvements in program 
efficiency. If reductions in federal revenues were large 


enough, states would probably resort to a combination of 
all approaches. All of those effects would be magnified in 
the long run beyond 2028 as the difference between the 
permissible level of federal spending under the caps and 
the spending that would have occurred under current 
law grew wider over time. 

Enrollees would be affected in various ways if states 
reduced providers’ payment rates or payments to man¬ 
aged care plans, cut covered services, or curtailed eligi¬ 
bility. If states reduced payment rates, fewer providers 
might be willing to accept Medicaid patients, especially 
given that, in many cases, Medicaid’s rates are already 
significantly below those of Medicare or private insur¬ 
ance for some of the same services. If states reduced 
payments to Medicaid managed care plans, some plans 
might shrink their provider networks, curtail quality 
assurance, or drop out of the program altogether. If states 
reduced covered services, some enrollees might decide 
either to pay out of pocket or to forgo those services 
entirely. And if states narrowed their categories of eligi¬ 
bility (including the optional expansion under the ACA), 
some of those enrollees would lose access to Medicaid 
coverage, although some would become eligible for 
subsidies for private coverage or could choose to enroll in 
employment-based coverage, if available. 

Other Considerations 

Because caps on federal Medicaid spending would repre¬ 
sent a fundamental restructuring of Medicaid financing, 
several other considerations would need to be addressed. 
In addition to their consequences for the federal bud¬ 
get, the limits on federal spending would require new 
administrative mechanisms for full implementation. 

The Centers for Medicare & Medicaid Services (CMS, 
the federal agency within the Department of Health 
and Human Services that administers Medicaid) would 
need to establish a mechanism for enforcing the caps 
to account for the delayed availability of the necessary 
data to calculate the final limits. Administrative data on 
Medicaid spending and enrollment do not currently pro¬ 
vide enough information to establish per-enrollee caps 
such as those modeled for this option. Such data would 
need to be developed. 

Enforcement. Before overall or per-enrollee caps could 
take effect, CMS would need to establish mechanisms 
to ensure state compliance. The nature of that enforce¬ 
ment would depend on legislative direction given to the 
Secretary for establishing the caps. If the growth factors 
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for either type of cap were based on the value of some 
specific measure of economic activity, such as the CPI-U 
(as opposed to a fixed growth factor that consisted of an 
annual increase of a certain percentage), CMS would 
not know the final spending limits until after the end 
of the fiscal year, when the measure would be finalized, 
unless growth from some earlier period was used instead. 
Per-enrollee caps would require additional delays because 
final enrollment data for any year would not be available 
for at least several months after the fiscal year’s end. In 
addition, states usually make accounting adjustments 
to a prior year’s spending long after the end of the fiscal 
year. Such delays would prevent CMS from determining 
the final limits on a current year’s spending until well 
into the next fiscal year. Although states could attempt 
to forecast the limits and could update those forecasts 
over the course of a year, it would be difficult to precisely 
target spending to remain below the caps; states therefore 
could face reductions in funding triggered by spending 
above the caps. 


Availability of Data. States currently report enough data 
for CMS to determine per-enrollee spending for only 
two groups of enrollees: those made eligible by the ACA 
and all other enrollees combined. To set per-enrollee caps 
on the basis of currently available data, lawmakers could 
establish either a single overall per-enrollee cap that 
represented average spending in all Medicaid eligibility 
categories or two caps—one for each of the groups of 
enrollees for which data were available. As stated above, 
broad categories for per-enrollee caps create incentives 
to favor the enrollment of people in eligibility catego¬ 
ries with lower rather than higher costs. Therefore, to 
establish caps like those modeled in this option, the 
Secretary could rely on internal state data regarding 
enrollment among and spending for the groups consid¬ 
ered under these alternatives. However, that might create 
an incentive for states to submit enrollment and spend¬ 
ing data that would maximize the caps. Alternatively, 
the Secretary could make available a new uniform, 
state-reported data source for the relevant information, 
but such a data set would require additional time to 
design, develop, and implement. 


RELATED OPTION: Mandatory Spending, “Convert Multiple Assistance Programs for Lower-Income People Into Smaller Block Grants to 
States” (page 89) 

RELATED CBO PUBLICATIONS: Preliminary Analysis of Legislation That Would Replace Subsidiesfor Health Care With Block Grants 
(September 2017), www.cbo.gov/publication/53126; Federal Grants to State and Local Governments (March 2013), www.cbo.gov/ 
publication/43967 
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Mandatory Spending—Option 13 Function 550 

Limit States’ Taxes on Health Care Providers 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Lower the safe-harbor threshold 
to 5 percent 

0 

0 

-2 

-2 

-2 

-2 

-2 

-2 

-2 

-2 

-5 

-15 

Lower the safe-harbor threshold 
to 2.5 percent 

0 

0 

-11 

-12 

-12 

-13 

-14 

-15 

-15 

-16 

-35 

-108 

Eliminate the safe-harbor threshold 

0 

0 

-34 

-37 

-39 

-42 

-44 

-47 

-49 

-52 

-110 

-344 


This option would take effect in October 2020. 

Background 

Medicaid is a joint federal-state program that pays for 
health care services for low-income people in various 
demographic groups. State governments operate the 
program under federal statutory and regulatory over¬ 
sight, and the federal government reimburses a portion 
of each state’s costs at matching rates that generally range 
from 50 percent to 85 percent, depending on the per 
capita income of the state and on the share of enrollees 
(if any) in each state that became eligible for Medicaid 
as a result of the optional expansion of that program 
under the Affordable Care Act. The rest of the funding 
must come from state revenues, either from general 
funds or from another source. Most states finance at 
least a portion of their Medicaid spending through 
taxes collected from health care providers. In the early 
1990s, the Congress required states that taxed health 
care providers to collect those taxes at uniform rates from 
all providers of the same type (hospitals, for example). 
Those rules were created because some states were taxing 
Medicaid providers either exclusively or at higher rates 
than other providers of the same type with the intention 
of returning the collected taxes to those providers in the 
form of higher Medicaid payments. Such “hold harm¬ 
less” provisions were leading to large increases in federal 
Medicaid outlays but not to corresponding increases 
in states’ Medicaid spending, despite what would have 
been expected under Medicaid’s matching-rate formula. 
However, federal law grants a “safe harbor” exception 
to hold-harmless provisions when a state collects taxes 
that do not exceed 6 percent of a provider’s net patient 
revenues. Any tax amounts collected from providers that 
exceed 6 percent of their revenues are deducted from a 


state’s total Medicaid expenditures before determining 
the amount of federal matching funds. 

Option 

This option consists of three alternatives, all of which 
would take effect in October 2020 to allow states time 
to adjust their tax laws. Under the first alternative, the 
safe-harbor threshold would be lowered to 5 percent. 
Under the second alternative, the threshold would be 
lowered to 2.5 percent. And, under the third alterna¬ 
tive, the threshold would be eliminated. Lowering or 
eliminating the safe-harbor threshold would reduce the 
amount of taxes that states could collect from providers 
to finance their share of Medicaid spending. 

Effects on the Budget 

The Congressional Budget Office estimates that capping 
the threshold at 5 percent (the first alternative) would 
reduce mandatory spending by $ 15 billion between 
2021 and 2028 and that capping it at 2.5 percent (the 
second alternative) would reduce mandatory spending by 
$108 billion over that period. Eliminating the safe-har¬ 
bor threshold (the third alternative) would reduce 
mandatory spending by $344 billion between 2021 and 
2028. The growth in savings over that period is a result 
of CBO’s expectation that collections of tax revenues 
would increase at the rate of growth of overall health 
care spending for the types of providers that are typically 
taxed. 

The large difference in savings generated by the three 
alternatives is a result of the distribution of taxes that 
are imposed on providers by states. Those tax rates vary 
widely, from under 1 percent to 6 percent. Therefore, the 
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lower the threshold, the more that tax revenues col¬ 
lected from providers would be affected. Lowering 
the threshold to 5 percent would affect only the taxes 
collected above that rate, whereas lowering the threshold 
to 2.5 percent would affect the additional tax revenues 
collected above that rate. Eliminating the threshold 
would affect all tax revenues collected from providers. 

The amount of savings generated by the option would 
depend entirely on the extent to which states chose 
to adjust their Medicaid programs in response to the 
lower thresholds. Under the new limits, states would 
need to decide whether to continue spending the same 
amount—and make up the difference out of other rev¬ 
enues—or to cut spending by the difference in revenues 
collected under the old and new thresholds. In the first 
case, states might replace lost revenues by raising addi¬ 
tional general revenues or by reducing spending else¬ 
where in their budgets and transferring those amounts to 
Medicaid spending. In that case, the federal government 
would continue to match the same amount of state 
spending and there would be no change in federal spend¬ 
ing. Alternatively, states could decide not to replace the 
lost revenues and instead cut their Medicaid spending. 
That choice would reduce federal spending because the 
matched amounts would be smaller. 

CBO expects that different states would respond to a 
lower safe-harbor threshold in different ways. Most states 
would probably not replace all of the revenues lost as a 


result of the lower threshold for the taxation of providers. 
The health care providers being taxed typically benefit 
directly from higher Medicaid payment rates, making the 
imposition of such taxes an easier choice for states than 
alternative choices for replacing such revenues. However, 
most states would probably not cut Medicaid spending 
by the full amount of the lost revenues because they 
deem other choices to be preferable. CBO anticipates 
that, on average, states would replace half of the lost 
revenues, but that estimate is highly uncertain. To the 
extent that the average state response would be to make 
larger cuts to Medicaid, the savings would be greater, and 
to the extent that the average state response would be 
to make smaller cuts to Medicaid, the savings would be 
smaller. 

Other Effects 

One argument for implementing this option is that it 
would limit or eliminate a state financing mechanism 
that has inflated federal payments to states for Medicaid 
beyond the amount the federal government would have 
paid in the absence of such taxes. An argument against 
this option is that, to the extent that states cut back 
spending on Medicaid in response to the lost revenues, 
health care providers could face lower payment rates that 
might make some of them less willing to treat Medicaid 
patients. Moreover, some Medicaid enrollees could face 
a reduction in services or possibly lose their eligibility for 
the program if states restricted enrollment to curtail costs. 
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Mandatory Spending—Option 14 Function 550 

Reduce Federal Medicaid Matching Rates 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 




Use the Same FMAP for All Categories of Administrative Services 



Change in Outlays 

0 

0 

-5 

-6 

-6 

-7 

-7 

-8 

-8 

-8 

-18 

-55 






Remove the FMAP Floor 





Change in Outlays 

0 

0 

-40 

-43 

-45 

-48 

-50 

-53 

-56 

-59 

-128 

-394 




Reduce the Matching Rate for Enrollees Made Eligible by the ACA 



Change in Outlays 

0 

-1 

-28 

-40 

-43 

-47 

-50 

-54 

-57 

-60 

-113 

-381 

Change in Revenues 3 

0 

* 

-2 

-3 

-4 

-4 

-5 

-5 

-6 

-6 

-9 

-36 

Decrease (-) in the Deficit 

0 

-1 

-26 

-36 

-39 

-43 

-46 

-48 

-51 

-54 

-103 

-345 


Sources: Congressional Budget Office; staff of the Joint Committee on Taxation. 

This option would take effect in October 2020, although in some cases changes to outlays and revenues would occur earlier. 
ACA = Affordable Care Act; FMAP = federal medical assistance percentage; * = between -$500 million and zero, 
a. Estimates include the effects on Social Security payroll tax receipts, which are classified as off-budget. 


Background 

Medicaid is a joint federal-state program that pays for 
health care services for low-income people in various 
demographic groups. State governments operate the 
program under federal statutory and regulatory over¬ 
sight, and both the federal and state governments share 
in the cost of the program, with the federal government’s 
share varying by state, by the type of cost (that is, costs 
for administrative or medical services), and by eligibility 
category. For medical services used by most Medicaid 
enrollees—those who were not made eligible by the 
Affordable Care Act (ACA)—the share of Medicaid costs 
paid for by the federal government is determined accord¬ 
ing to the federal medical assistance percentage (FMAP). 
The FMAP is based on a formula that provides higher 
federal reimbursement to states with lower per capita 
incomes (and vice versa) relative to the national average. 
By law, states can receive an FMAP rate of no less than 
50 percent and no more than 83 percent. The national 
average matching rate is 57 percent, with states contrib¬ 
uting the remaining 43 percent. 

The federal government’s share of costs for medical 
services is considerably higher for enrollees who became 
eligible for Medicaid as a result of the optional expan¬ 
sion of that program under the ACA. For that eligibility 


category, the federal government’s share of Medicaid 
costs was initially set at 100 percent—a rate that was in 
effect from 2014 through 2016. As required by statute, 
that federal share began declining in 2017 and will reach 
90 percent in 2020, where it will remain thereafter. The 
federal government’s share for enrollees made eligible by 
the ACA does not vary by state. 

The federal government’s share of administrative 
expenses is also specified by statute and varies by the 
category of such costs, but not by state. The general 
administrative expenses of operating Medicaid are evenly 
divided between the federal and state governments, 
but 25 specified categories of administrative costs have 
rates that vary from about 70 percent to 100 percent. 

For example, the federal government pays 75 percent 
of the cost of employing skilled medical professionals 
for Medicaid administration, 75 percent of the cost of 
utilization review (the process of determining the appro¬ 
priateness and medical necessity of various health care 
services), 90 percent of the cost of developing systems 
to manage claims and information, and 75 percent of 
the cost of operating such systems. The overall average 
federal share for administrative expenses was 64 percent 
in 2017. 
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Option 

This option consists of three alternatives, each of which 
would go into effect in October 2020. 

■ Under the first alternative, the federal government’s 
share for all categories of administrative spending 
would be 50 percent. 

■ Under the second alternative, the 50 percent floor 
on the FMAP for medical services for enrollees not 
made eligible by the ACA would be removed, causing 
FMAP rates to fall below 50 percent for states with 
the highest per capita incomes. 

■ Under the third alternative, the federal share of 
medical expenditures for enrollees made eligible by 
the ACA would be based on the same FMAP formula 
that applies to all other enrollees. 

Effects on the Budget 

The amount of savings resulting from each alternative 
would vary significantly. The Congressional Budget 
Office estimates that under the first alternative, setting 
all categories of administrative spending to 50 percent, 
would reduce mandatory spending by $55 billion from 
2021 through 2028. Under the second alternative, 
eliminating the 50 percent floor on the FMAP rate, 
mandatory spending would be reduced by $394 billion 
between 2021 and 2028. For both of those alternatives, 
CBO estimates that the reductions in spending would 
increase over the period in line with the projected growth 
in Medicaid spending. 

The third alternative, setting the federal share of medical 
expenditures for enrollees made eligible by the ACA so 
that it equals the rate used for other enrollees, would 
reduce Medicaid spending by $492 billion between 2020 
and 2028, CBO estimates. The savings arising from this 
alternative would be partially offset: Specifically, CBO 
anticipates that, in response to the reduced federal share 
for enrollees made eligible by the ACA, some states 
would discontinue coverage for that category of enrollees 
and all states that would have adopted such coverage in 
the future would no longer choose to do so. (A reduction 
in the deficit would occur in 2020 because this alter¬ 
native would become law in 2019, and CBO expects 
that some of the states that would have opted to expand 
coverage would have done so in 2020.) As a result, CBO 
and the staff of the Joint Committee on Taxation esti¬ 
mate that outlays other than those for Medicaid would 


increase by $98 billion and revenues would decrease by 
$36 billion because some people who did not receive 
Medicaid coverage would instead receive subsidies 
through the health insurance marketplaces established 
by the ACA or obtain employment-based coverage. In 
addition, CBO estimates that there would be an increase 
in outlays of $13 billion for Medicare “disproportionate 
share hospital” payments to inpatient facilities that serve 
a higher percentage of low-income patients because such 
payments are determined on the basis of the uninsured 
rate, which would increase. On net, this alternative 
would reduce the deficit by $345 billion from 2020 
through 2028. The net reduction in the deficit would 
increase over time in line with projected increases in 
health care spending and with projected increases in 
the rate of additional state coverage expansions under 
current law. 

For all three alternatives, reducing the share of total 
spending by the federal government would shift addi¬ 
tional financial responsibility to states for the cost of 
Medicaid. Lower federal spending would require addi¬ 
tional spending by states in order for them to maintain 
the same eligibility levels, covered services, and provider 
payment rates in their Medicaid programs. However, 
the amount of savings from these alternatives would 
also depend on the extent to which states chose to 
adjust their Medicaid programs in response to reduced 
federal spending. Under each alternative, states would 
need to decide whether to continue spending the same 
amount—and make up the difference out of other 
revenues—or to cut spending by the difference in the 
amount of lost federal spending. If states chose to spend 
the same amount, they might replace reduced federal 
spending by raising taxes or by reducing spending else¬ 
where in their budgets and transferring those amounts to 
Medicaid spending. In either of those cases, the federal 
government would save the amount that resulted from 
the change to the federal share. Alternatively, if states 
decided not to replace the lost federal spending, they 
could instead shrink their Medicaid programs sufficiently 
to keep their spending more consistent with prior levels. 
States could do so by limiting optional eligibility and 
services and by lowering provider payment rates, as long 
as minimum federal standards were met. 

CBO expects that different states would respond to lower 
federal spending in different ways. Most states would 
probably not replace all of the lost federal spending with 
state spending because full replacement could place 
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substantial pressure on state budgets. However, most 
states would probably not cut Medicaid spending by the 
full amount of the lost federal spending because they 
would deem other choices to be preferable. CBO antic¬ 
ipates that, on average, states would replace half of the 
lost federal share, which would reduce federal spending 
even further because the federal government would be 
contributing its share, as lowered under the alternatives, 
on the basis of smaller programs. 

For the first two alternatives, CBO anticipates that states 
would not limit eligibility. Under the first alternative, the 
loss in federal revenues would be modest when compared 
with total Medicaid spending and would be insufficient 
to induce states to restrict eligibility. Under the second 
alternative, most of the affected states would be unlikely 
to seek savings by reducing eligibility because they have 
a history of expanding Medicaid coverage. By contrast, 
under the third alternative, CBO anticipates reductions 
in the optional ACA expansion because states adopted 
the expansion expecting the higher matching rate, and 
a number of them expanded coverage on the basis of 
the enhanced FMAP. However, the expectations for all 
three alternatives are highly uncertain, and actual savings 
would vary on the basis of states’ actions. 

Other Effects 

There are different arguments for implementing the 
alternatives. One argument for the first alternative, 
setting the federal share for all administrative categories 
to 50 percent, is that the higher rates under current law 
were designed to encourage states to develop and sup¬ 
port particular administrative activities that the federal 


government considered important for the Medicaid 
program. Once those administrative systems were oper¬ 
ational, however, there might be less reason to continue 
the higher subsidy. However, a reduced federal share 
might cause states to cut back on some activities that the 
federal government would still want to encourage. 

An argument for the second alternative, removing the 
50 percent floor on the FMAP, is that it would reduce 
payments to states with the greatest financial resources 
available to fund their programs. The floor of 50 percent 
raises a number of states’ FMAP rates well above the 
rates they would receive in the absence of the floor, and 
removing the floor would require states with higher per 
capita income to pay a greater share of Medicaid costs. 
However, an argument against this alternative is that 
it would concentrate significant spending reductions 
among only 14 states. 

An argument for the third alternative, applying the 
FMAP formula to the ACA eligibility category, is that 
the income of enrollees in that eligibility group does not 
differ substantially from that of adults in other nondis¬ 
abled, nonelderly eligibility categories—both within 
states that have adopted the ACA and those that have 
not. Therefore, it could seem inequitable to pay more for 
the ACA eligibility group than other groups. However, 
lowering the federal share for that group would lead to 
significant reductions in federal spending for most of 
the 32 states that adopted the expansion as of 2018 and 
did so partly because they expected to receive the higher 
federal share. 
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Mandatory Spending—Option 15 

Function 550 

Introduce Enrollment Fees Under TRICARE for Life 



Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Outlays 













MERHCF 

0 

0 

-1.0 

-1.7 

-2.1 

-2.3 

-2.4 

-2.6 

-2.7 

-2.8 

-4.8 

-17.6 

Medicare 

0 

0 

0.2 

0.4 

0.7 

0.7 

0.7 

0.8 

0.8 

0.9 

1.3 

5.2 

Total 

0 

0 

-0.8 

-1.3 

-1.4 

-1.6 

-1.7 

-1.8 

-1.9 

-1.9 

-3.5 

-12.4 


This option would take effect in January 2021. 

MERHCF = Department of Defense Medicare-Eligible Retiree Health Care Fund. 

Background I 

TRICARE for Life (TFL) was introduced in 2002 as a 
supplement to Medicare for military retirees and their I 

Medicare-eligible family members. It pays nearly all c 

medical costs not covered by Medicare, and also provides t 
a pharmacy benefit. Beneficiaries who are eligible for i 

TRICARE are automatically enrolled in TFL and there s 

are no enrollment fees (although beneficiaries must pay e 

their premium for Medicare Part B, which covers phy- c 

sicians’ and other outpatient services). In contrast, most 5 
public and private programs that cover health care costs i 
require enrollees to pay a premium or an enrollment fee. I 
In 2017, the Department of Defense spent $10 billion c 
for the care delivered to Medicare-eligible beneficiaries t 

both by military treatment facilities and by civilian pro- s 
viders (in addition to the amount spent for those patients 1 
through Medicare). t 

Option 

Starting in calendar year 2021, this option would require t 
most Medicare-eligible beneficiaries who choose to enroll i 
in TFL to pay an annual fee of $485 for individual cover- e 

age and $970 for family coverage. Those amounts would i 

equal the enrollment fees for the preferred-provider plan 
in TRICARE paid by retirees who are not yet eligible 
for Medicare and who entered service after 2017, the t 

Congressional Budget Office estimates. (Members who i 
received a disability retirement and survivors of members c 
who died on active duty could enroll for free.) The new t 
enrollment fees would be in addition to the Medicare t 

Part B premium and would be indexed to growth in c 

average Medicare costs in later years. e 


Effects on the Budget 

This option would reduce spending for TRICARE for 
Life in two ways: Specifically, it would reduce spending 
directly by the amount of the fees collected and indi¬ 
rectly by encouraging some beneficiaries to forgo TFL 
in favor of other Medicare supplemental benefits (or to 
go without supplemental coverage altogether). CBO 
estimates that the option would reduce mandatory 
outlays devoted to TFL-eligible beneficiaries by about 
$12 billion between 2021 and 2028. This estimate 
includes the effects of beneficiaries switching to other 
Medicare supplemental plans, which would cause some 
costs currently paid by TFL, such as prescription drugs, 
to shift to Medicare. CBO estimates the costs that would 
shift from TFL to Medicare would be about $5 billion 
between 2021 and 2028. Despite that shift, over time, 
the savings to the federal government from this option 
would increase by about 5 percent each year. About 
75 percent of that annual increase would be related to 
the indexing of the fees to Medicare cost growth, and the 
rest would result from changes in the number of people 
eligible for the TFL benefit, which is expected to increase 
in future years. 

The greatest source of uncertainty in the estimate is the 
extent to which beneficiaries would enroll in TFL (or 
not). The new fees would be significantly less than the 
costs associated with most Medicare supplemental plans 
that are available through civilian markets. Nevertheless, 
the requirement to enroll to receive the benefit could 
cause unanticipated shifts in the number of covered ben¬ 
eficiaries. About 80 percent of the reduction in manda¬ 
tory spending would come directly from the collection of 
the enrollment fees, so if the enrollment fees were double 
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the amounts examined here, the reductions in spending 
stemming from the fees would approximately double. 

The rest of the reductions in spending would result from 
beneficiaries switching to other sources to close Medicare 
coverage gaps. Doubling the enrollment fees suggested 
by this option would increase the number of beneficiaries 
who would forgo TFL in favor of other coverage, but 
the decrease in enrollment—and the decrease in federal 
spending resulting from changes in enrollment—would 
be less than double. Although the introduction of an 
enrollment fee would cause the most price-sensitive 
beneficiaries to stop using TFL, the out-of-pocket cost of 
TFL would still be less than many other options for sup¬ 
plementing Medicare. Thus, CBO estimates that most 
beneficiaries would choose to keep using TFL unless the 
proposed fee was significantly higher. 


Other Effects 

An advantage of this option is that the requirement to 
enroll to receive the benefit could increase TFL benefi¬ 
ciaries’ awareness of the benefit, which could encourage 
those who enroll to use more services, which might 
improve their health. 

A disadvantage of this option is that retirees (including 
those with lower income) would see their out-of-pocket 
costs for health care rise. In addition, the change could 
cause some patients to inadvertently lose coverage if they 
neglected to pay the fee, which might negatively affect 
their health. 


RELATED OPTIONS: Mandatory Spending, “Introduce Minimum Out-of-Pocket Requirements Under TRICARE for Life” (page 59); 
Discretionary Spending, “Modify TRICARE Enrollment Fees and Cost Sharing for Working-Age Military Retirees” (page 145) 

RELATED CBO PUBLICATIONS: Approaches to Changing Military Health Care (October 2017), www.cbo.gov/publication/53137; 
Approaches to Reducing Federal Spending on Military Health Care (January 2014), www.cbo.gov/publication/44993 
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Mandatory Spending—Option 16 Function 550 

Introduce Minimum Out-of-Pocket Requirements Under TRICARE for Life 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Outlays 













MERHCF 

0 

0.1 

0.1 

-1.4 

-2.3 

-2.6 

-2.7 

-2.9 

-3.1 

-3.3 

-3.5 

-18.0 

Medicare 

0 

0 

0 

-0.5 

-1.1 

-1.4 

-1.4 

-1.5 

-1.6 

-1.7 

-1.6 

-9.3 

Total 

0 

0.1 

0.1 

-1.9 

-3.5 

-3.9 

-4.2 

-4.4 

-4.7 

-5.0 

-5.1 

-27.3 


This option would take effect in January 2022, although some changes to outlays would occur earlier. 
MERHCF = Department of Defense Medicare-Eligible Retiree Health Care Fund. 


Background 

TRICARE for Life (TFL) was introduced in 2002 as a 
supplement to Medicare for military retirees and their 
Medicare-eligible family members. The program pays 
nearly all medical costs not covered by Medicare and 
requires few out-of-pocket fees. Because the Department 
of Defense (DoD) is a passive payer in the program—it 
neither manages care nor provides incentives for the 
cost-conscious use of services—it has virtually no means 
of controlling the program’s costs. In contrast, most sup¬ 
plemental Medicare policies control spending by requir¬ 
ing enrollees to pay deductibles or copayments up to a 
specified threshold. In 2017, DoD spent $10 billion for 
the care delivered to Medicare-eligible beneficiaries by 
military treatment facilities and by civilian providers (in 
addition to the amount spent for those patients through 
Medicare). 

Option 

This option would introduce minimum out-of-pocket 
requirements for TFL beneficiaries. For calendar year 
2022, TFL would not cover any of the first $750 of an 
enrollees cost-sharing payments under Medicare and 
would cover only 50 percent of the next $6,750 in such 
payments. Because all further costs would be covered by 
TFL, enrollees would not be obligated to pay more than 
$4,125 in 2022. Those dollar limits would be indexed 
to growth in average Medicare costs (excluding Part D 
drug benefits) for later years. Currently, military treat¬ 
ment facilities charge no copayments for hospital services 
provided to TFL beneficiaries. To reduce beneficiaries’ 
incentives to avoid out-of-pocket costs by switching 
to military facilities, this option would require TFL 
beneficiaries seeking care from those facilities to make 


payments that would be roughly comparable to the 
charges they would face at civilian facilities. DoD would 
need to establish procedures for collecting payments 
from TFL beneficiaries who received care from military 
treatment facilities. 

Effects on the Budget 

This option would reduce spending for Medicare as well 
as for TFL because higher out-of-pocket costs would 
lead beneficiaries to use somewhat fewer medical ser¬ 
vices. Altogether, including some implementation costs 
in 2020 and 2021, the option would reduce federal 
spending devoted to TFL beneficiaries by $27 billion 
between 2020 and 2028, the Congressional Budget 
Office estimates. About two-fifths of those savings 
would come from reduced spending for medical ser¬ 
vices—both by Medicare and from the fund that pays 
for TFL expenditures—because of reduced demand 
for those services. The rest would represent a shift in 
spending: The federal government would spend less, and 
military retirees and their families would spend more. 

The estimated savings could be altered by changing the 
amount of health care costs that people would need to 
pay out of pocket, but the relationship would not be 
proportional—that is, doubling out-of-pocket costs 
would not necessarily double the savings. One reason 
for that relationship is that the number of people using 
TFL under different cost-sharing scenarios would not 
change proportionally: Relatively healthy people, who do 
not spend the deductible under the current system, for 
example, would not change their demand for health care 
services if that deductible increased. 
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The greatest source of uncertainty in the estimate is the 
extent to which beneficiaries would reduce their spend¬ 
ing on health care. CBO relies on studies that have 
shown that an increase in out-of-pocket costs leads to 
a decrease in the use of health care. The RAND Health 
Insurance Experiment conducted from 1974 to 1982, for 
example, examined a nonelderly population and showed 
that health care spending was about 45 percent higher 
for participants without any cost sharing than for those 
who effectively faced a high deductible; average spending 
for people with intermediate amounts of cost sharing fell 
between spending for those two groups (Newhouse and 
the Insurance Experiment Group 1993). More recent 
studies also concluded that higher cost sharing led to 
lower health care spending (for example, Swartz 2010). 
Nevertheless, the behavior of military retirees might 
be different from that of the studied populations, and 
changes in the cost and availability of other Medicare 


supplemental insurance would affect the estimated 
amount of savings. 

Other Effects 

An advantage of this option is that greater cost sharing 
would increase TFL beneficiaries’ awareness of the cost 
of health care and promote a corresponding restraint 
in their use of medical services. Research has generally 
shown that introducing modest cost sharing can reduce 
medical expenditures without causing measurable 
increases in adverse health outcomes for most people. 

A disadvantage is that the change could discourage some 
patients (particularly low-income patients) from seeking 
preventive medical care or from managing their chronic 
conditions under close medical supervision, which might 
negatively affect their health. 


RELATED OPTIONS: Mandatory Spending, “Introduce Enrollment Fees Under TRICARE for Life” (page 57), “Change the Cost-Sharing 
Rules for Medicare and Restrict Medigap Insurance” (page 61); Discretionary Spending, “Modify TRICARE Enrollment Fees and Cost 
Sharing for Working-Age Military Retirees” (page 145) 

RELATED CBO PUBLIC ATIONS: Approaches to Changing Military Health Care (October 2017), www.cbo.gov/publication/53137; 
Approaches to Reducing Federal Spending on Military Health Care (January 2014), www.cbo.gov/publication/44993 

WORK CITED: Joseph P. Newhouse and the Insurance Experiment Group, Freefor All?: Lessons From the RAND Health Insurance 
Experiment (RAND Corporation, 1993); Katherine Swartz, Cost-Sharing: Effects on Spending and Outcomes, Research Synthesis 
Report 20 (Robert Wood Johnson Foundation, December 2010), http://tinyurl.com/oyle4s8 (PDF, 369 KB) 




CHAPTER TWO: MANDATORY SPENDING OPTIONS 


OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 61 


Mandatory Spending—Option 17 Function 570 

Change the Cost-Sharing Rules for Medicare and Restrict Medigap Insurance 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Establish uniform cost sharing for 
Medicare 

0 

0 

0 

-4 

-5 

-6 

-6 

-6 

-7 

-10 

-9 

-44 

Restrict medigap plans 

0 

0 

0 

-7 

-9 

-10 

-10 

-11 

-12 

-13 

-16 

-72 

Both alternatives above 

0 

0 

0 

-11 

-15 

-15 

-16 

-17 

-19 

-22 

-25 

-116 


This option would take effect in January 2022. 

Background 

In the traditional fee-for-service (FFS) portion of the 
Medicare program, cost sharing—the payments for 
which enrollees are responsible when they receive health 
care—varies significantly depending on the type of 
service provided. Cost sharing in FFS Medicare can 
take the following forms: deductibles, coinsurance, or 
copayments. Deductibles are the amount of spending an 
enrollee incurs before coverage begins, and coinsurance 
(a specified percentage) and copayments (a specified 
amount) represent the portion of spending an enrollee 
pays at the time of service. 

Under Part A, which primarily covers services provided 
by hospitals and other facilities, enrollees are liable for an 
initial copayment (sometimes called the Part A deduct¬ 
ible) for each “spell of illness” that requires hospital¬ 
ization. In 2019, that copayment will be $1,364. In 
addition, enrollees are subject to substantial daily copay¬ 
ments for extended stays in hospitals and skilled nursing 
facilities. Under Part B, which mainly covers outpatient 
services (such as visits to a doctor), enrollees face an 
annual deductible that will be $185 in 2019. Once their 
spending on Part B services has reached that deductible, 
enrollees generally pay 20 percent of allowable costs 
for most Part B services. Some services that Medicare 
covers under Parts A and B—such as preventive care, 
certain hospice services, home health visits, and labora¬ 
tory tests—require no cost sharing. However, Medicare 
beneficiaries who incur extremely high medical costs may 
be obligated to pay significant amounts because the pro¬ 
gram does not have a catastrophic cap on cost sharing. 


In 2013, about 80 percent of people who enrolled in 
fee-for-service Medicare had some form of supplemental 
insurance that reduced or eliminated their cost-sharing 
obligations and protected them from high medical 
costs. Approximately 25 percent of FFS enrollees had 
supplemental coverage that was subsidized by the fed¬ 
eral government. That coverage was available through 
Medicaid, TRICARE (the civilian component of the 
Military Health System), or a retiree policy from the 
Federal Employees Health Benefits (FEHB) program. In 
addition, about 35 percent of FFS enrollees had sup¬ 
plemental coverage through nonfederal retiree policies, 
and about 20 percent purchased individual medigap 
policies. In recent years, roughly two-thirds of medigap 
enrollees chose a plan that offered “first dollar” coverage, 
which paid all Part A and Part B Medicare cost sharing 
and the Part B deductible. The plans chosen by the other 
medigap enrollees did not cover the Part B deductible 
but covered all or most other FFS cost sharing. Starting 
in 2020, new Medicare beneficiaries will be prohibited 
from purchasing medigap plans that cover the Part B 
deductible. 

Option 

The option consists of three alternatives, each of which 
would take effect in January 2022: 

■ The first alternative would replace Medicare’s current 
cost sharing with a single annual deductible of 
$750 for all Part A and Part B services; a uniform 
coinsurance rate of 20 percent for all spending above 
that deductible; and an annual out-of-pocket cap of 
$7,500. 
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■ The second alternative would leave Medicare’s cost¬ 
sharing rules unchanged but would restrict existing 
and new medigap policies. Specifically, it would bar 
those policies from paying any of the first $750 of 
an enrollee’s cost-sharing obligations for Part A and 
Part B services in calendar year 2022 and would 
limit coverage to 50 percent of the next $6,750 of an 
enrollee’s cost sharing. Medigap policies would cover 
all further cost sharing, so policyholders would not 
pay more than $4,125 in cost sharing in 2022. 

■ The third alternative would combine the changes 
from the first and second alternatives. All medigap 
plans would be prohibited from covering any of the 
new $750 combined deductible for Part A and Part B 
services, and, in 2022, the annual cap on an enrollee’s 
out-of-pocket obligations (including payments by 
supplemental plans on an enrollee’s behalf) would 

be $7,500. For spending that occurred after the 
deductible was met but before the cap was reached, 
beneficiaries would be responsible for a uniform 
coinsurance rate of 20 percent for all services. Because 
medigap policies would cover 50 percent of that 
coinsurance, medigap policyholders would effectively 
face a 10 percent coinsurance rate. In 2022, those 
provisions would limit medigap enrollees’ out-of- 
pocket spending (excluding medigap premiums) to 
$4,125; Medicare enrollees without supplemental 
coverage would pay no more than $7,500 out of 
pocket. 

After 2022, dollar amounts in all three alternatives, such 
as the combined deductible and cap (the first and third 
alternatives), along with the medigap thresholds (the 
second and third alternatives), would be indexed by the 
rate of growth of average FFS Medicare spending per 
enrollee. 

Effects on the Budget 

All three alternatives would decrease mandatory outlays 
between 2022 and 2028. Those effects would largely be 
driven by lower FFS Medicare spending but also would 
reflect interactions between FFS Medicare and other 
parts of Medicare as well as other federal programs. All 
three alternatives would shift spending from Medicare to 
beneficiaries in part by reducing the amount of services 
used by enrollees in response to higher out-of-pocket 
costs. The Congressional Budget Office obtained its esti¬ 
mates using a microsimulation model the agency devel¬ 
oped to analyze proposals that would change cost-sharing 


rules for Medicare and restrict medigap insurance. 
Estimates of changes in utilization are based on research 
that concludes that people reduce their use of health care 
in response to higher out-of-pocket costs and, conversely, 
increase their use of health care in response to lower out- 
of-pocket costs. 

Under the first alternative, establishing uniform cost 
sharing, mandatory outlays would decrease by $44 bil¬ 
lion, on net, from 2022 through 2028. Outlays for 
FFS Medicare would decrease by $22 billion. Although 
spending on Part B would increase under this alternative, 
that effect would be more than offset by a decrease in 
spending on Part A services. Decreased outlays for FFS 
Medicare would reduce other mandatory spending over 
the same period because of the net effect of four factors, 
three of which would reduce spending and one of which 
would increase spending: 

■ First, the reduction in FFS Medicare spending would 
reduce the benchmarks used to set payments to 
Medicare Advantage plans, reducing federal payments 
to those plans. (Medicare Advantage plans are 
offered by private health insurers, which assume the 
responsibility for, and the financial risk of, providing 
Medicare benefits.) 

■ Second, receipts from Part B premiums would 
increase, partially offsetting the increase in spending 
on Part B services. (Part B premiums increase when 
Part B spending increases because standard premiums 
are set to cover about 25 percent of Part B costs 
annually.) 

■ Third, federal spending on Medicaid would decrease 
for people, known as dual-eligible beneficiaries, 
who are enrolled in both Medicare and Medicaid. 
Medicaid pays cost sharing and Part B premiums for 
most of those beneficiaries. Under this alternative, 
the reduction in Medicaid payments for cost sharing 
above the catastrophic cap would more than offset the 
increase in spending from higher Part B premiums. 

■ Fourth, those reductions in spending would be 
partially offset by increases in federal spending on 
the FEHB program and TRICARE stemming from 
increases in cost sharing for Medicare beneficiaries 
covered by those programs. Changes in cost sharing 
would affect federal spending on Medicaid differently 
than spending on FEHB and TRICARE because 
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dual-eligible beneficiaries have more spending that 
exceeds the catastrophic cap. 

On net, the interactions between changes in outlays for 
FFS Medicare and lower federal payments to Medicare 
Advantage plans, higher Part B premiums, lower federal 
spending on Medicaid, and higher spending through the 
FEPIB and TRICARE programs would decrease other 
mandatory outlays by $22 billion. 

The budgetary effects of changing Medicare’s 
cost-sharing rules would depend to a large extent on the 
dollar amounts at which the deductible and catastrophic 
cap were set. To illustrate that variability, CBO estimated 
the effects on federal spending of making several types 
of changes to the deductible and the catastrophic cap. 
Raising the deductible by an additional $ 100 in 2022 
(from $750 to $850) while keeping the catastrophic cap 
at $7,500 would increase CBO’s estimate of federal sav¬ 
ings from about $44 billion to $65 billion between 2022 
and 2028. If the deductible was instead lowered by $100 
to $650, CBO’s estimate of the savings during those 
years would be reduced by about $21 billion to $22 bil¬ 
lion. If, instead, the deductible remained unchanged at 
$750 but the catastrophic cap was raised by an additional 
$500 in 2022 (from $7,500 to $8,000), the estimated 
savings would increase by about $25 billion to $69 bil¬ 
lion. Reducing the catastrophic cap by $500 to $7,000 
would reduce the estimated savings by about $27 billion 
to $17 billion over the period. 

Under the second alternative, restricting medigap 
plans, mandatory outlays would decrease by $72 bil¬ 
lion. Outlays for FFS Medicare (Parts A and B) would 
decrease by $60 billion because medigap enrollees would 
face a larger fraction of their Medicare cost sharing out 
of pocket and would therefore use fewer services, result¬ 
ing in less Medicare spending. As a result of lower FFS 
Medicare spending, payments to Medicare Advantage 
plans and Part B premium receipts would both decrease. 
In addition, Medicaid spending would decrease as a 
result of the decrease in the Part B premium. Altogether, 
the interactions would further decrease spending by 
about $12 billion. Federal spending on the FEPIB pro¬ 
gram and TRICARE would not change under the second 
alternative. 

Under the third alternative, which entails simultane¬ 
ously changing Medicare’s cost sharing and restricting 
medigap plans, mandatory outlays would decrease 


by $116 billion. Outlays for FFS Medicare (Parts A 
and B) would decrease by $81 billion. The remaining 
$35 billion in savings would result from the effects of 
interactions between FFS Medicare and other parts of 
Medicare as well as other federal programs. Although the 
total savings from this alternative would approximate 
the sum of the savings from the first two alternatives, 
that relationship might not apply using different dollar 
amounts for the deductible and catastrophic cap. 

For all three alternatives, the estimates reflect impacts 
on the entire FFS Medicare population; however, the 
effects on individual beneficiaries would differ depending 
on their spending for particular health care services. For 
example, under the third alternative, out-of-pocket costs 
would rise in 2026 for more than 55 percent of enrollees 
(by about $900, on average) and would stay the same 
for another 43 percent. For the remaining 2 percent of 
enrollees, out-of-pocket costs would fall by an average of 
about $5,800. 

CBO’s analysis of the effects of the three alternatives is 
subject to uncertainty. One source of uncertainty is the 
extent to which future changes in enrollment in FFS 
Medicare and supplemental insurance and spending by 
category align with CBO’s baseline projections. A second 
source stems from the use in this analysis of a 5 percent 
sample of Medicare beneficiaries from 2013, with the 
sample adjusted to reflect differences in Medicare FFS 
enrollment and spending in CBO’s baseline by category 
of medical service between 2013 and each year between 
2022 and 2028. Patterns of medical spending and uti¬ 
lization among Medicare FFS beneficiaries could differ 
between 2013 and the 2022-2028 period in import¬ 
ant ways in addition to those related to the baseline 
projections. 

Another important source of uncertainty is how ben¬ 
eficiaries would change their use of Medicare services 
in response to changes in cost sharing or restrictions to 
medigap insurance. CBO relied on published research 
to estimate that response, but those research findings 
can only approximate how Medicare FFS beneficiaries 
would respond in the future. To what extent the alter¬ 
natives would affect enrollment in medigap or Medicare 
Advantage plans is another source of uncertainty because 
such a response is likely, but there is little evidence to 
inform CBO’s analysis. CBO did not incorporate the 
effects of any change in medigap or Medicare Advantage 
enrollment into its estimates. 
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Other Effects 

An argument in favor of this option is that it would 
increase incentives for enrollees to use medical services 
prudently. The third alternative would provide the stron¬ 
gest incentives because it would expose beneficiaries to 
the highest out-of-pocket costs. Higher deductibles and 
coinsurance rates expose enrollees to some of the finan¬ 
cial consequences of their decisions about health care 
utilization and are aimed at ensuring that services are 
used only when an enrollees benefits exceed those costs. 

An advantage of introducing uniform cost sharing with 
a catastrophic cap and a combined deductible (the first 
and third alternatives) is that the catastrophic cap would 
reduce cost sharing for enrollees whose total spending 
exceeded the cap. Capping enrollees’ out-of-pocket 
expenses would especially help people who developed 
serious illnesses, required extended care, or underwent 
repeated hospitalizations but lacked supplemental cover¬ 
age for their cost sharing. Also, the combined deductible 
would be lower than the current initial copayment for 
inpatient hospital services, potentially decreasing Part A 
cost sharing for some beneficiaries. The uniform coinsur¬ 
ance rate across services could also encourage enrollees 
to compare the costs of different treatments in a more 
consistent way. 

An argument in favor of restricting the level of cost shar¬ 
ing covered by medigap plans (the second alternative) is 
that the decline in Part B spending would in turn reduce 
Part B premiums. Lower Part B premiums would benefit 
all beneficiaries who pay them (including Medicare 
Advantage enrollees). State Medicaid spending would 
also decrease because Medicaid pays the Part B premiums 
for dual-eligible beneficiaries. 

An argument against the option is that in any given year, 
some enrollees would see their combined payments for 
premiums and cost sharing rise, which could cause some 
people to forgo needed health care services and could 
adversely affect their health. Studies have shown that 
people who are subject to higher cost sharing reduce 


not only their use of less effective care but also their 
use of effective care (for example, Swartz 2010). In the 
RAND Health Insurance Experiment, researchers found 
that cost sharing had no substantial effect on health in 
general. However, among the poorest and sickest par¬ 
ticipants, those with no cost sharing were healthier by 
some measures than those who faced some cost sharing 
(Manning and others 1987). 

Two other arguments against the introduction of uni¬ 
form cost sharing (the first and third alternatives) are 
higher supplemental insurance premiums for some plans 
and increased administrative burdens. To begin with, 
premiums would increase for supplemental retiree poli¬ 
cies. Next, the first and third alternatives would increase 
administrative burdens for both the federal government 
and some types of health care providers because some 
services would be newly subject to cost sharing and 
because the administrative structures supporting Part A 
and Part B services would need to be integrated. 

An argument against the change to medigap cost shar¬ 
ing (the second and third alternatives) is that changing 
the terms of current medigap policies could be consid¬ 
ered unfair or unduly burdensome. Under current law, 
Medicare enrollees who do not buy medigap insurance 
when they turn 65 may be charged much higher premi¬ 
ums for such insurance if they delay the purchase until 
they develop health problems. Thus, many Medicare 
enrollees might pay medigap premiums for years to 
ensure access to the financial protection of supplemental 
insurance if their health deteriorates. In addition, current 
and future policyholders would face more uncertainty 
about their out-of-pocket costs. For those reasons, some 
policyholders might object to being prevented from 
having coverage for all of their cost sharing above the 
deductible, even if they would be better off financially 
in most years under this option. (In recent years, most 
medigap policyholders have purchased coverage for the 
Part B deductible; high-deductible medigap policies have 
attracted only limited enrollment despite their lower 
premiums.) 


RELATED OPTION: Mandatory Spending, “Introduce Minimum Out-of-Pocket Requirements Under TRICARE for Life” (page 59) 

RELATED CBO PUBLICATION: Noelia Duchovny and others, CBO’s Medicare Beneficiary Cost-Sharing Model: A Technical Description, 
Working Paper (forthcoming) 

WORK CITED: Willard G. Manning and others, “Health Insurance and the Demand for Medical Care: Evidence From a Randomized 
Experiment,” American Economic Review, vol. 77, no. 3 (June 1987), pp. 251-277, www.jstor.org/stable/1804094; Katherine Swartz, 
Cost-Sharing: Efifects on Spending and Outcomes, Research Synthesis Report 20 (Robert Wood Johnson Foundation, December 2010), 
http://tinyurl.com/oyle4s8 (PDF, 369 KB) 
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Mandatory Spending—Option 18 

Function 570 

Increase Premiums for Parts B and D of Medicare 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Increase basic premiums 

0 

-7 

-16 

-27 

-38 

-52 

-55 

-60 

-64 

-69 

-89 

-389 

Freeze income thresholds for 
income-related premiums 

0 

* 

-1 

-2 

-3 

-4 

-5 

-7 

-8 

-11 

-5 

-40 

Both alternatives above 3 

0 

-8 

-17 

-28 

-40 

-54 

-59 

-64 

-70 

-77 

-93 

-418 


This option would take effect in January 2020. 

* = between -$500 million and zero. 

a. If both alternatives were enacted together, the total of their effects would be less than the sum of the effects for each alternative because of 
interactions between the approaches. 


Background 

All enrollees in Medicare Part B (which covers physicians’ 
and other outpatient services) and Part D (the outpatient 
prescription drug benefit, which is delivered through 
private-sector companies) are charged basic premiums 
for that coverage. Under current law, the Part B pre¬ 
mium in 2019 is scheduled to be $135.50 per month, or 
about 25 percent of the average cost per enrollee age 65 
or older. (Premiums can be higher or lower for enrollees 
who receive Part B benefits through Medicare Advantage, 
the private insurance option for Medicare beneficiaries.) 
The monthly premium for someone choosing a stan¬ 
dard Part D plan with average projected costs in 2019 
is scheduled to be $33.19, which is expected to cover 
25.5 percent of the average per capita cost of the basic 
benefit. Low-income enrollees and those with few assets 
receive subsidies through the low-income subsidy (LIS) 
program to cover some or all of their premiums. 

Enrollees with relatively high income pay an income-re¬ 
lated premium (IRP) that is determined on the basis 
of the beneficiary’s modified adjusted gross income, or 
MAGI (adjusted gross income plus tax-exempt interest). 
For enrollees who pay an IRP for Part B, the combined 
premium for 2019 ranges from $190 per month to 
$461 per month under current law. For Part D, enrollees 
are scheduled to pay between $46 and $ 111 in monthly 
premiums for a standard plan that is projected to have 
average costs per enrollee in 2019. The amounts are 
set so that the basic premium and the IRP together are 


expected to cover between 35 percent and 85 percent of 
an enrollees costs. 

Under current law, the income thresholds for the higher 
premiums for Parts B and D are divided among five 
brackets. The highest (or fifth) income bracket is frozen 
until 2028 whereas the rest are frozen through 2019. 

The Bipartisan Budget Act of 2018 added a fifth income 
bracket for the IRPs so that individual filers with income 
greater than or equal to $500,000 or married couples 
who file joint returns and have combined incomes 
greater than or equal to $750,000 pay a higher premium 
percentage. The lowest bracket is set at $85,000 for sin¬ 
gle beneficiaries or $170,000 for married couples filing 
joint tax returns. The thresholds are scheduled to increase 
by about 2 percent in 2020 and after that to be indexed 
by the consumer price index for all urban consumers. 

The share of Part B enrollees subject to income-related 
premiums is projected to increase from about 10 per¬ 
cent in 2019 to about 12 percent in 2028 as growth in 
income for affected enrollees slightly outpaces indexing 
of the thresholds. Everyone subject to the IRP for Part D 
is also subject to it for Part B. 

Option 

This option would raise the premiums for Parts B and D 
under one of three alternative approaches. Each alterna¬ 
tive would take effect in January 2020: 
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■ The first alternative would increase basic premiums 
from 25 percent of Part B costs per enrollee 

and 25.5 percent of Part D costs per enrollee to 
35 percent of each program’s costs. That increase 
would take effect over five years. For Part B, the share 
of costs per enrollee covered by the basic premium 
would rise by 2 percentage points each year through 
2024 and then remain at 35 percent. For Part D, that 
share would increase by 1.5 percentage points in the 
first year and by 2 percentage points each year from 
2021 through 2024 and then remain at 35 percent. 

By 2028, basic premiums would reach $281 per 
month for Part B and $77 per month for Part D. 
Those changes would not affect the total premiums 
of enrollees paying the IRP because the premiums are 
already expected to cover at least 35 percent of costs. 

■ The second alternative would extend the current 
freeze on income thresholds through 2028. 

■ The third alternative would combine the first two. It 
would increase basic premiums for Parts B and D to 
35 percent of costs per enrollee and freeze the income 
thresholds for income-related premiums. 

Effects on the Budget 

The Congressional Budget Office estimates that the 
first alternative would decrease net Medicare spending 
(total Medicare spending minus beneficiaries’ premiums 
and other offsetting receipts) by $389 billion between 
2020 and 2028. This alternative would not affect the 
total premiums of enrollees paying the IRP For the 
second alternative, CBO estimates that net Medicare 
spending would be reduced by $40 billion between 
2020 and 2028 and that the share of enrollees paying 
an IRP would rise by 0.4 percentage points in 2020 and 
by 5.5 percentage points in 2028. The third alternative 
would reduce net Medicare spending by $418 billion 
between 2020 and 2028. (That amount is slightly 
less than the sum of the savings from the other two 
alternatives—if implemented separately—because of 
interactions between the two approaches.) All estimates 
are derived from the following: CBO’s analysis of the 
distribution of income for all people age 65 or older (the 
agency estimates that Medicare enrollees under the age of 
65 would not satisfy the criteria to be subject to an IRP); 
and CBO’s expectation regarding those who would delay 
enrollment in Medicare Parts B and D or drop coverage 
altogether. 


CBO’s analysis of the first and third alternatives accounts 
for the fact that federal savings from the higher basic 
premiums for Parts B and D would be partially offset by 
higher federal payments to states for Part B premiums 
for dual-eligible beneficiaries (people who are enrolled in 
both Medicare and Medicaid) and by higher subsidies for 
LIS enrollees in Part D. CBO anticipates that, if imple¬ 
mented, all of the alternatives would result in an increase 
in the number of people who would delay enrollment in 
Medicare Parts B and D. The savings would be higher 
if the increase in the basic premiums was larger or if the 
income thresholds were frozen. The savings would be 
smaller if the proposed increase in the basic premiums 
was smaller, the income thresholds were not frozen (for 
the highest income bracket), or those thresholds were 
indexed to grow at a slower rate than that in effect under 
current law (for all other income brackets). 

A large source of uncertainty in the estimate over the 
next 10 years is the unpredictability of basic premi¬ 
ums because, in part, they are directly linked to CBO’s 
baseline projections of enrollment and total spending for 
Parts B and D. Those projections are used to establish 
costs per beneficiary, a key part of determining premium 
amounts. Another large source of uncertainty is the 
income distribution for Medicare enrollees. It is hard 
to project changes in the distribution of income—and 
therefore in how much of Medicare enrollees’ income 
falls within each income bracket. 

Additionally, there is uncertainty surrounding the per¬ 
centage of people age 65 or older who would choose to 
delay enrollment in Medicare. When premiums (basic or 
income-related) increase, current enrollees might choose 
to stay in, disenroll from, or go on and off of (“churn 
through”) the program, whereas potential new enrollees 
might choose to delay their enrollment in the program. 
CBO expects that Medicare basic premiums would be 
lower than most private insurance premiums under 
current law and the option. As a result, CBO anticipates 
that an increase in the basic premiums for Parts B and D 
would have minimal effects on the number of beneficia¬ 
ries who would choose to disenroll from those programs. 
Ffowever, CBO expects that if income-related premiums 
increased, the small percentage of people between the 
ages of 64 and 70 who continued to work, maintain 
creditable coverage through their employer, and delay 
enrollment in the Medicare program to avoid paying the 
IRP would increase. Because both Parts B and D of the 
Medicare program assess a permanent penalty for delayed 
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(late) enrollment in the absence of other creditable health 
care coverage, CBO does not expect an increase in the 
percentage of people who would disenroll from Parts B 
and D; also, those penalties make it unlikely that higher 
income-related premiums would increase the number of 
people who would churn through the Medicare program. 

Other Effects 

One argument in favor of this option is that it would 
reduce the pressure on the working-age population to 
pay for benefits being received by older groups. (Because 
of demographic changes, the number of Medicare 
beneficiaries per worker has been increasing substan¬ 
tially as members of the baby-boom generation retire, 
thus increasing that pressure.) Another argument is that 
by absorbing a larger share of enrollees’ income, higher 
Part D premiums would increase competitive pressure 
in the market for prescription drug plans, thus giving 
enrollees a stronger incentive to choose less expensive 
plans. Such pressure could cause prescription drug plans 
to reduce their bids slightly, generally leading to lower 


premiums for those plans along with reducing the federal 
government’s costs and lowering the total cost of drugs 
for Medicare beneficiaries. Similar effects on costs for 
hospital care or outpatient services could accrue if enroll¬ 
ees sought out lower-cost Medicare Advantage plans, 
although such effects are not included in the estimates 
shown here. 

A disadvantage of this option is that it would reduce 
many enrollees’ disposable income by increasing basic 
premiums and freezing all of the income thresholds. A 
growing share of enrollees would become subject to the 
1RP in later years because people’s nominal income tends 
to rise over time (although their purchasing power might 
not increase). Another disadvantage of this option: Even 
though the disposable income of low-income enrollees 
whose Medicare premiums are paid by Medicaid might 
not decrease, state Medicaid programs would face higher 
costs for some enrollees, such as certain Part B enrollees 
who have low income and limited assets. 
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Mandatory Spending—Option 19 Function 570 

Raise the Age of Eligibility for Medicare to 67 


Billions of Dollars 

2019 

2020 

1 2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 




Raise the Age of Eligibility for Medicare to 67 by Two Months Each Year 



Change in Outlays 













Medicare 

0 

0 

0 

0 

-1.3 

-3.3 

-5.5 

-7.7 

-10.4 

-13.7 

-1.3 

-42.0 

Social Security 3 

0 

0 

0 

0 

-0.2 

-0.4 

-0.5 

-0.7 

-0.9 

-1.1 

-0.2 

-3.8 

Medicaid and subsidies through 













health insurance marketplaces 

0 

0 

0 

0 

0.8 

2.1 

3.6 

5.2 

7.0 

9.0 

0.8 

27.8 

Total 

0 

0 

0 

0 

-0.7 

-1.6 

-2.4 

-3.2 

-4.3 

-5.7 

-0.7 

-18.0 

Change in Revenues 11 

0 

0 

0 

0 

-0.1 

-0.2 

-0.3 

-0.5 

-0.7 

-0.9 

-0.1 

-2.6 

Decrease (-) in the Deficit 

0 

0 

0 

0 

-0.7 

-1.4 

-2.1 

-2.8 

-3.6 

-4.8 

-0.7 

-15.4 



Raise the Age of Eligibility for 

Medicare to 67 by Three Months Each Year 



Change in Outlays 













Medicare 

0 

0 

0 

0 

-1.9 

-4.5 

-7.5 

-11.2 

-15.0 

-19.7 

-1.9 

-59.9 

Social Security 3 

0 

0 

0 

0 

-0.2 

-0.5 

-0.7 

-1.0 

-1.3 

-1.5 

-0.2 

-5.2 

Medicaid and subsidies through 













health insurance marketplaces 

0 

0 

0 

0 

1.1 

2.9 

5.0 

7.5 

10.2 

12.9 

1.1 

39.6 

Total 

0 

0 

0 

0 

-0.9 

-2.1 

-3.3 

-4.7 

-6.1 

-8.4 

-0.9 

-25.5 

Change in Revenues 11 

0 

0 

0 

0 

-0.1 

-0.3 

-0.4 

-0.7 

-1.0 

-1.3 

-0.1 

-3.7 

Decrease (-) in the Deficit 

0 

0 

0 

0 

-0.8 

-1.8 

-2.8 

-4.0 

-5.2 

-7.1 

-0.8 

-21.8 


Sources: Congressional Budget Office; staff of the Joint Committee on Taxation. 

This option would take effect in January 2023. 

a. Estimates include the effects on Social Security outlays, which are classified as off-budget. 

b. Estimates include the effects on Social Security payroll tax receipts, which are classified as off-budget. 


Background 

Under current law, the usual age of eligibility to receive 
Medicare benefits is 65, although younger people 
generally may enroll after they have been eligible for 
Social Security disability benefits for two years. The 
average number of years that people are covered under 
Medicare has increased significantly since the program’s 
creation because of a rise in life expectancy. In 1965, 
when Medicare was established, a 65-year-old man 
could expect to live another 12.9 years, on average, and 
a 65-year-old woman another 16.3 years. Since then, life 
expectancy for 65-year-olds has risen by more than four 
years—to 18.2 years for men and 20.7 years for women. 
That trend, which results in higher program costs, is 
projected to continue. 


Option 

This option, which consists of two alternatives, would 

raise Medicare’s eligibility age (MEA) to 67. 

■ Under the first alternative, the MEA would rise by 
two months each year, beginning in 2023 (when 
people born in 1958 will turn 65). It would continue 
to increase until it reached 67 for people born in 
1969. (That cohort will become eligible for Medicare 
benefits in 2036.) The MEA would remain at 67 
thereafter. 

■ Under the second alternative, the MEA would 
increase by three months each year, beginning in 
2023, until it reached 67 for people born in 1965. 
(That cohort will become eligible for Medicare 
benefits in 2032.) It would remain at 67 thereafter. 
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Under the two alternatives, the MEA would rise to 
match Social Security’s full retirement age (FRA), the age 
at which workers become eligible for full retirement ben¬ 
efits. (People can claim reduced retirement benefits—but 
not Medicare benefits—starting at age 62, which is the 
most common age to do so.) The FRA has already been 
increased from 65 to 66 and is scheduled to rise further 
during the coming decade, reaching 67 for people born 
in I960 (who will turn 67 in 2027). The MEA would 
remain below the FRA until 2036 under the first alterna¬ 
tive and until 2032 under the second alternative. 

In addition, under the Affordable Care Act (ACA), 
states are permitted to expand eligibility for Medicaid 
to adults under the age of 65 whose income is no more 
than 138 percent of the federal poverty guidelines. The 
estimates in this option reflect the assumption that 
the age limit for people made eligible for Medicaid by 
the ACA would increase in tandem with the MEA. 

Effects on the Budget 

Implementing either of the two alternatives would reduce 
federal budget deficits between 2023 and 2028, accord¬ 
ing to estimates by the Congressional Budget Office and 
the staff of the Joint Committee on Taxation (JCT). The 
net reduction in deficits would result from the combined 
effect of changes to outlays and revenues, both of which 
would decrease over that period. The reduction in outlays 
would stem from decreases in spending for Medicare 
and Social Security (although it would be partially offset 
by increases in federal subsidies for insurance purchased 
through the marketplaces established under the ACA and 
related spending for Medicaid). The reduction in revenues 
would largely stem from increases in federal subsidies for 
insurance purchased through the marketplaces, a portion 
of which is provided in the form of reductions in recipi¬ 
ents’ tax payments. 

CBO and JCT estimate that under the first alternative, 
deficits would decrease by $ 15 billion between 2023 and 
2028; that reduction comprises an $18 billion decrease 
in outlays and a $3 billion decrease in revenues. The 
agencies estimate that under the second alternative, defi¬ 
cits would decline by an additional $7 billion over the 
same period because the decrease in outlays and the par¬ 
tially offsetting decrease in revenues would be $8 billion 
and $ 1 billion greater, respectively. The estimated reduc¬ 
tion in deficits between 2023 and 2028 would be greater 
under the second alternative because of a larger reduction 
in Medicare enrollment over that period. 


Effects on Medicare. Raising the MEA would lower 
Medicare outlays by reducing the number of people 
enrolled in the program at any given time when com¬ 
pared with enrollment under current law. In calendar 
year 2023, when this option would take effect, about 
3.6 million people will become eligible for Medicare 
coverage on the basis of their age under current law. 

That group would see its benefits delayed by two months 
under the first alternative and by three months under 
the second alternative. In calendar year 2028, under 
current law, about 3.7 million people will turn 65 and 
enroll in Medicare; their benefits would be delayed by a 
year under the first alternative and by 18 months under 
the second alternative. As a result, total spending on 
Medicare between 2023 and 2028 would be lower than 
under current law by $42 billion under the first alterna¬ 
tive and by $60 billion under the second alternative. 

Effects on Social Security. Raising the MEA also would 
reduce outlays for Social Security retirement benefits over 
the 2023-2028 period because, in CBO’s estimation, 
some people would delay claiming retirement benefits. 
The reduction over that period would be $4 billion 
under the first alternative and $5 billion under the 
second alternative. Under both alternatives, expenditures 
would be higher in later years because delayed claiming 
would lead to higher monthly benefits. 

CBO anticipates that the reduction in Social Security 
spending would be fairly small because raising the MEA 
would have little effect on people’s decisions about when 
to claim retirement benefits. Elistorical evidence indicates 
that people are more likely to wait until reaching the 
FRA to claim retirement benefits than they are to claim 
when they reach the MEA (Manchester and Song 2011). 

CBO also expects future decisions about claiming retire¬ 
ment benefits to be less linked to the MEA than has his¬ 
torically been the case because of greater access to health 
insurance through Medicaid and through the nongroup 
market (insurance purchased directly either in the 
health insurance marketplaces or from insurers outside 
the marketplaces). Increased access through Medicaid 
stems from a provision of the ACA that permits, but 
does not require, states to expand eligibility to include 
low-income adults under age 65. In the nongroup 
market, that increased access stems from subsidies for 
plans purchased through the marketplaces and from the 
provision that prevents insurers from denying cover¬ 
age or varying premiums on the basis of an enrollee’s 
health status. (Insurers are, however, permitted to vary 
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premiums on the basis of enrollees’ age, tobacco use, and 
geographic location.) As a result, it is now easier for some 
people who give up employment-based insurance upon 
retirement to qualify for Medicaid or to purchase health 
insurance in the nongroup market, in some cases with a 
federal subsidy. 

Effects on Federal Subsidies for Health Insurance 
Outside of Medicare. Although raising the MEA would 
generate savings for Medicare and Social Security, those 
savings would be offset substantially by increases in 
federal spending and by decreases in revenues. That is 
because, in CBO’s estimation, a sizable share of people 
who, under current law, would enroll in Medicare upon 
turning 65 would enroll instead in federally subsidized 
health insurance—such as Medicaid, insurance through 
the nongroup market, or employment-based insurance— 
between age 65 and the new MEA. 

CBO estimates that in 2028, about 45 percent of the 
people affected by this option would obtain insur¬ 
ance from their own or a spouse’s employer or former 
employer, about 20 percent would purchase insurance 
through the nongroup market, about 20 percent would 
receive coverage through Medicaid, and about 15 percent 
would become uninsured. (To develop those estimates, 
CBO examined data on the patterns of health insur¬ 
ance coverage among people a few years younger than 
the MEA. The figures were then adjusted to account for 
changes in sources of health insurance and in participa¬ 
tion in the labor force as people age.) 

Raising the MEA would increase federal outlays for 
Medicaid for two groups of people between the age of 
65 and the new MEA: “full duals” (Medicare beneficia¬ 
ries who are also enrolled in Medicaid with full benefits) 
and Medicaid enrollees who were made eligible for that 
program by the ACA but who, under current law, would 
lose that eligibility once they qualified for Medicare at 
age 65. Because CBO assumed that the age limit for 
Medicaid would increase in tandem with the MEA 
under this option, Medicaid would remain the primary 
source of coverage for members of both groups until they 
reached the new MEA. As a result, federal outlays for 
Medicaid between 2023 and 2028 would be higher by 
$ 15 billion under the first alternative and by $20 billion 
under the second alternative, CBO projects. 

Raising the MEA also would increase outlays for subsi¬ 
dies for health insurance coverage purchased through the 
marketplaces because some people, instead of obtaining 


Medicare coverage at age 65, would continue to receive 
or would obtain subsidized health insurance through the 
marketplaces when they were between age 65 and the 
new MEA. (Those federal subsidies cover a portion of 
participants’ health insurance premiums.) In addition, 
the resulting increase in the average age of people pur¬ 
chasing health insurance coverage through the nongroup 
market would slightly increase premiums for all people 
enrolled in that market, which would in turn increase 
spending on subsidies for people purchasing subsidized 
coverage through the marketplaces. CBO and JCT 
estimate that, between 2023 and 2028, raising the MEA 
would increase outlays for subsidies for coverage through 
the marketplaces by $ 13 billion under the first alterna¬ 
tive and by $19 billion under the second alternative. 

Raising the MEA would lower revenues because a por¬ 
tion of the increase in marketplace subsidies for health 
insurance premiums would be provided in the form of 
reductions in recipients’ tax payments. (The subsidies 
for health insurance premiums are structured as refund¬ 
able tax credits; the portions of such credits that exceed 
taxpayers’ other income tax liabilities are classified as out¬ 
lays, whereas the portions that reduce tax payments are 
classified as reductions in revenues.) Revenues also would 
decline because of a small net increase in employers’ 
spending on nontaxable health insurance benefits, which 
in turn would reduce collections of income taxes and 
payroll taxes. Raising the MEA would reduce revenues 
between 2023 and 2028 by $3 billion under the first 
alternative and by $4 billion under the second alterna¬ 
tive, CBO and JCT estimate. 

Uncertainty. The largest source of uncertainty in the esti¬ 
mate of savings over the next 10 years is CBO’s estimate 
of the number of people between age 65 and the new 
MEA who would be enrolled in Medicaid or subsidized 
coverage through the marketplaces. CBO estimates that 
the majority of individuals affected by this policy change 
would not change their decision to work. If more indi¬ 
viduals chose to delay retirement, however, more people 
between the age of 65 and the MEA would remain in 
employment-based insurance. That would reduce the 
number of people projected to enroll in nongroup insur¬ 
ance or Medicaid under both alternatives, which would 
reduce federal outlays. The net budgetary effects of those 
decisions, however, would depend on the income of the 
people who decided to keep working and whether or 
not they would qualify for alternative forms of subsi¬ 
dized coverage. Additionally, over time, fewer employers 
have been offering early-retiree health insurance to their 
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employees. CBO estimates that this trend would con¬ 
tinue, but it could accelerate or decelerate. Projecting a 
number of offers of such coverage that is too low would 
cause CBO to overestimate the number of people who 
would be enrolled in subsidized coverage through the 
marketplaces or Medicaid and therefore underestimate 
the savings from the option. Alternatively, projecting a 
number of offers that is too high would cause CBO to 
overestimate the savings from the option. 

Longer-Term Effects. Over the longer term, deficits 
would continue to be lower under this option than they 
would be under current law. CBO estimates that, by 
2048, spending on Medicare (net of offsetting receipts) 
would be about 2.5 percent less under this option than 
it would be under current law, amounting to 5.7 percent 
of gross domestic product rather than 5.9 percent under 
current law. In 2048, that effect would be almost iden¬ 
tical under the two alternatives because the MEA would 
be identical in 2036 and subsequent years. On the basis 
of its estimates for 2023 through 2028, CBO projects 
that, under either alternative, roughly three-fifths of the 
long-term savings from Medicare would be offset by 
changes in federal outlays for Social Security, Medicaid, 
and subsidies for coverage through the marketplaces as 
well as by reductions in revenues. 

Other Effects 

An argument in favor of raising the MEA is that, as life 
expectancy increases, the increase in the MEA would 
help Medicare return its focus to the population it 
originally served—people in their last years of life—and 
support the services most needed by that group. CBO 
projects that by 2048, life expectancy for 65-year-olds 
will be 20.4 years for men and 22.8 years for women, 
compared with 12.9 years and 16.3 years in 1965. There 
is some evidence that, for many people, the increase in 
life expectancy has been accompanied by better health 


in old age (Chernew and others 2016). Those findings 
suggest that raising the MEA would not diminish the 
program’s ability to provide health benefits to people 
near the end of life. However, individuals of lower 
socioeconomic status could be disproportionally affected 
by the higher MEA because the gains in life expectancy 
have not been uniform: In recent decades, life expectancy 
has generally increased more quickly for individuals with 
higher lifetime earnings (Waldron 2008). 

An argument against raising the MEA is that it would 
shift costs that are now paid by Medicare to individual 
people, to employers that offer health insurance to their 
retirees, and to other government health insurance pro¬ 
grams. In 2028, more people would be uninsured under 
this option—about 450,000 under the first alternative 
and about 600,000 under the second alternative, CBO 
estimates—and they thus might receive lower-quality 
care or none at all. Others would end up with a different 
source of insurance and might pay more for care than 
they would have as Medicare beneficiaries. Employers’ 
costs of providing group plans for their retirees would 
increase because those plans would remain the primary 
source of coverage until the retirees reached the new 
MEA. In addition, states’ spending on Medicaid and the 
federal costs of subsidies for health insurance purchased 
through the marketplaces would increase. 

The net effect of raising the MEA on national health care 
spending is unclear because of the potential difference 
in costs borne by different payers to provide coverage for 
people between age 65 and the new MEA. One study 
showed that spending on some procedures declined 
when people switched from private health insurance to 
Medicare at age 65; that decline was driven mostly by 
price differences between private health insurance and 
Medicare (Wallace and Song 2016). 


RELATED OPTION: Mandatory Spending, “Raise the Full Retirement Age for Social Security” (page 101) 

RELATED CBO PUBLICATION: Raising the Ages of Eligibilityfor Medicare and Social Security (January 2012), www.cbo.gov/ 
publication/42683 

WORK CITED: Michael Chernew and others, Understanding the Improvement in Disability Free Life Expectancy in the U.S. Elderly 
Popidation, Working Paper 22306 (National Bureau of Economic Research, June 2016), www.nber.org/papers/w22306; Joyce Manchester 
and Jae G. Song, “What Can We Learn From Analyzing Historical Data on Social Security Entitlements?” Social Security Bulletin, vol. 71, 
no. 4 (November 2011), pp. 1-13, www.ssa.gov/policy/docs/ssb/v71n4/index.html; Hilary Waldron, “Trends in Mortality Differentials and 
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Mandatory Spending—Option 20 

Function 570 

Reduce Medicare’s Coverage of Bad Debt 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Reduce the percentage of allowable 

0 

-0.2 

-0.6 

-1.1 

-1.4 

-1.5 

-1.6 

-1.7 

-1.8 

-2.0 

-3.4 

-12.1 

bad debt to 45 percent 

Reduce the percentage of allowable 

0 

-0.4 

-1.3 

-2.2 

-2.8 

-3.0 

-3.2 

-3.5 

-3.7 

-4.0 

-6.8 

-24.1 

bad debt to 25 percent 

Eliminate the coverage of allowable 
bad debt 

0 

-0.7 

-2.1 

-3.6 

-4.6 

-4.9 

-5.3 

-5.6 

-6.0 

-6.4 

-11.0 

-39.2 


This option would take effect in October 2019. 

Background 

When hospitals and other providers of health care are 
unable to collect out-of-pocket payments from their 
patients, those uncollected funds are called bad debt. 
Historically, Medicare has paid some of the bad debt 
owed by its beneficiaries on the grounds that doing so 
prevents those costs from being shifted to others (that is, 
private insurance plans and people who are not Medicare 
beneficiaries). The unpaid and uncollectible deductible 
and coinsurance amounts for covered services furnished 
to Medicare beneficiaries are referred to as allowable bad 
debt. In the case of dual-eligible beneficiaries—Medicare 
beneficiaries who also are enrolled in Medicaid—out- 
of-pocket obligations that remain unpaid by Medicaid 
are uncollectible and therefore are included in allow¬ 
able bad debt. Under current law, Medicare reimburses 
eligible facilities—hospitals, skilled nursing facilities, 
various types of health care centers, and facilities treating 
end-stage renal disease—for 65 percent of allowable bad 
debt. The Congressional Budget Office estimates that 
Medicare’s spending on allowable bad debt was $3.5 bil¬ 
lion in 2017. 

Option 

This option consists of three alternatives that would 
decrease the share of allowable bad debt that the pro¬ 
gram reimburses to eligible facilities. Under the first and 
second alternatives, the percentage of allowable bad debt 
that Medicare reimburses to participating facilities would 
be reduced from 65 percent to 45 percent and 25 per¬ 
cent, respectively. Under the third alternative, Medicare’s 
coverage of allowable bad debt would be eliminated. The 
reductions would start to take effect in 2020 and would 


be phased in evenly until becoming fully implemented in 

2022. 

Effects on the Budget 

The first alternative—reducing the percentage of allow¬ 
able bad debt that Medicare reimburses to participating 
facilities by 20 percentage points (that is, from 65 per¬ 
cent to 45 percent) by 2022—would reduce outlays by 
$12 billion from 2020 through 2028, CBO estimates. 
The second alternative, in which the reduction would be 
doubled from 20 to 40 percentage points (that is, from 
65 percent to 25 percent), would reduce outlays over 
that period by twice as much—$24 billion. The third 
alternative, eliminating coverage of bad debt, would save 
$39 billion over that period. The estimated savings asso¬ 
ciated with other percentage-point reductions would be 
roughly proportional to the magnitude of the reduction. 
For each of these alternatives, CBO estimates that the 
reductions in spending would increase over the period in 
line with the projected growth in Medicare spending. 

Because hospitals account for most of the reimbursement 
for spending on bad debt (about 70 percent), the largest 
source of uncertainty in this estimate is whether private 
prices for hospital services would change in response 
to hospitals’ loss of revenue from Medicare’s reduced 
reimbursements for bad debt—and if so, whether private 
prices would increase or decrease. Some observers expect 
that reducing federal payments for bad debt would lead 
hospitals to increase prices for private insurers to make 
up for lost Medicare revenues—a phenomenon often 
referred to as cost shifting. If private prices increased, 
on average, then federal subsidies for private insurance 
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would also increase, which would raise federal costs. 
Some studies have found no evidence of cost shifting or 
have found limited evidence of cost shifting that depends 
on factors such as local market power and contract¬ 
ing arrangements with insurers (Frakt 2011). Further, 
another study has found that private prices have fallen in 
response to Medicare’s price reductions, which, in turn, 
suggests that federal subsidies could fall in response to 
Medicare’s payment reductions (White 2013). Although 
that result might seem counterintuitive, there is evidence 
that hospitals respond to Medicare’s payment reductions 
by lowering long-run operating expenses, which would 
allow for lower profit-maximizing private prices (White 
and Wu 2014). Because the direction of the impact on 
private prices stemming from changes in Medicare’s 
payments is unknown, CBO’s estimate of this policy 
does not include any changes in the prices charged to 
private insurers. However, any changes in federal spend¬ 
ing related to changes in those prices are likely to be 
negligible. 

Another source of uncertainty is whether facilities 
(including hospitals) would respond to the lost revenue 
by increasing their efforts to collect allowable bad debt 
(that is, unpaid deductible and coinsurance amounts) 
from Medicare patients. However, facilities are required 
to demonstrate a reasonable collection effort before 
debt can be classified as allowable bad debt. For exam¬ 
ple, the Centers for Medicare & Medicaid Services 
requires facilities to use the same strategies for collect¬ 
ing medical debt from Medicare patients as they do for 
private-pay patients. Because of that requirement and 
because facilities are not reimbursed by Medicare for 
debt incurred by private-pay patients, it is likely that 
facilities are already exerting significant effort to collect 
this debt, and the ability of facilities to collect further 
on Medicare debt would probably be small. Therefore, 
changes to Medicare’s reimbursements of bad debt are 


unlikely to substantially change overall strategies for 
collecting medical debt. In addition, CBO estimates 
that facilities cannot collect about two-thirds of allow¬ 
able bad debt because it is attributable to dual-eligible 
beneficiaries. (Currently, Medicaid programs are fre¬ 
quently not required to pay all out-of-pocket expenses 
for dual-eligible enrollees.) To the extent that increased 
collection efforts by facilities led to a reduction in 
allowable bad debt, any reduction in the coverage of that 
debt—other than elimination—would be associated with 
an additional reduction in outlays. 

Other Effects 

One argument for implementing this option is that 
Medicare currently reimburses facilities for allowable bad 
debt but does not reimburse doctors or other noninstitu- 
tional providers, so this option would reduce that dispar¬ 
ity. Also, the reimbursement of bad debt was originally 
intended to reduce the incentive for cost shifting—but, 
as previously noted, the evidence for cost shifting is 
mixed, possibly meaning that the need for such reim¬ 
bursement is smaller than originally thought. 

An argument against this option is that facilities might 
have difficulty collecting additional payments from 
enrollees or other sources—especially in the case of 
dual-eligible beneficiaries and enrollees without other 
supplemental coverage, such as private medigap plans 
or coverage from former employers. The option would 
therefore lead to an effective cut in Medicare’s payments 
to institutional providers. Also, those providers might 
try to mitigate the impact of this option by limiting 
their treatment of dual-eligible Medicare beneficia¬ 
ries and those without other supplemental coverage. 
Consequently, the option could place additional financial 
pressure on institutional providers that treat a dispropor¬ 
tionate share of those enrollees, potentially reducing their 
access to care or quality of care. 


WORK CITED: Austin B. Frakt, “How Much Do Hospitals Cost Shift? A Review of the Evidence,” TheMilbank Quarterly, vol. 89, no. 1 
(March 2011), pp. 90-130, http://dx.doi.Org/10.llll/j.l468-0009.2011.00621.x; Chapin White, “Contrary to Cost-Shift Theory, Lower 
Medicare Hospital Payment Rates for Inpatient Care Lead to Lower Private Payment Rates,” Health Affairs, vol. 32, no. 5 (May 2013), 

PP- 935-943, http://dx.doi.org/10.1377/hlthaff.2012.0332; Chapin White and Vivian Yaling Wu, “How Do Hospitals Cope With Sustained 
Slow Growth in Medicare Prices?” Health Services Research, vol. 49, no. 1 (February 2014), pp. 11-31, http://dx.doi.org/10.llll/ 
1475-6773.12101 
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Mandatory Spending—Option 21 Function 570 

Require Manufacturers to Pay a Minimum Rebate on Drugs Covered Under Part D of Medicare for 
Low-Income Beneficiaries 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

0 

-4 

-21 

-25 

-26 

-22 

-22 

-19 

-15 

-50 -154 


This option would take effect in January 2021. 

Background 

Medicare Part D is a voluntary, federally subsidized 
prescription drug benefit delivered to beneficiaries by 
private-sector plans. Federal subsidies for Part D drug 
benefits, net of the premiums paid by enrollees, totaled 
about $77 billion in calendar year 2015. (That amount 
includes payments to stand-alone prescription drug plans 
and Medicare Advantage plans; it excludes subsidies to 
employers for providing prescription drug coverage to 
retirees outside of Part D.) Private drug plans can limit 
the costs they incur for providing benefits to Part D 
enrollees by negotiating to receive rebates from manufac¬ 
turers of brand-name drugs in return for charging enroll¬ 
ees smaller copayments for those drugs. The negotiation 
of rebate amounts is a business strategy for a Part D plan 
that is most effective when a few manufacturers’ drugs 
are competing for market share in the treatment of a 
particular medical condition. The Congressional Budget 
Office estimates that in 2015, manufacturers’ rebates 
paid to Part D plans amounted to about 22 percent of 
gross spending on all brand-name drugs under Part D. 

Before Part D took effect in 2006, most dual-eligible 
beneficiaries—Medicare beneficiaries who were also 
enrolled in Medicaid—received drug coverage through 
Medicaid. Under federal law, drug manufacturers that 
participate in Medicaid (which is a joint federal-state 
program) must pay a portion of their revenues to the 
federal and state governments through rebates. In 2010, 
those rebates increased from 15.1 percent to 23.1 per¬ 
cent of the average manufacturer price (AMP) for a drug. 
(The AMP is the amount, on average, that manufacturers 
receive for sales to retail pharmacies.) If some purchasers 
in the private sector obtain a price lower than 23.1 per¬ 
cent off of the AMP, then Medicaid’s basic rebate is 
increased to match the lowest price paid by private-sector 
purchasers. If a drug’s price rises faster than overall 


inflation, the drug manufacturer pays a larger rebate. 

And those inflation-based rebates can be significant: In 
2015, for example, the average inflation rebate under 
Medicaid, weighted by the dollar amount of brand-name 
drug purchases, was 37 percent of the AMP. 

When Medicare Part D was established, dual-eligible 
beneficiaries were automatically enrolled in its Low- 
Income Subsidy (LIS) program, which typically covers 
premiums and most cost sharing required under the 
basic Part D benefit. LIS enrollees—most of whom 
are dual-eligible beneficiaries—accounted for about 
30 percent of Part D enrollment in 2015, and their drug 
costs represented about 50 percent of total spending for 
Part D enrollees’ drugs in that year. Currently, the rebates 
on drug sales to LIS enrollees and to other Part D enroll¬ 
ees are set through negotiations between the Part D plans 
and the drug manufacturers. 

Option 

Starting in 2021, this option would require manufactur¬ 
ers to pay a rebate to the federal government for brand- 
name drugs sold to LIS enrollees. The rebate would 
be 23.1 percent of the drug’s AMP plus an additional, 
inflation-based amount, if warranted. (This option does 
not include the provision in the Medicaid program that 
would increase the rebate to match the lowest price paid 
by private-sector purchasers.) In many cases, a man¬ 
ufacturer might already have negotiated discounts or 
rebates that applied to all Part D enrollees equally. In 
those instances, any difference between the negotiated 
amount across all beneficiaries and the amount of the 
total rebate owed by the manufacturer would be paid to 
the federal government. If, however, the average Part D 
rebate for the drug was already more than 23.1 percent 
of the AMP plus the inflation-based rebate, the federal 
government would receive no rebate. Participation in the 
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program would be mandatory for manufacturers who 
wanted their drugs to be covered by Part B (Medical 
Insurance) and Part D of Medicare, by Medicaid, and by 
the Veterans Health Administration. 

Effects on the Budget 

CBO estimates that implementing this option would 
reduce federal spending by $154 billion between 2021 
and 2028 because, on average, the rebates negotiated 
for brand-name drugs are smaller than the statutory 
discounts obtained by Medicaid. (CBO projects, on the 
basis of historical data, that the effect in 2021 would be 
smaller than in other years because it would take some 
time to collect the rebates after the assessment date.) 
However, drug manufacturers would be expected to set 
higher “launch” prices for new drugs as a way to limit the 
effect of the new rebate, particularly for new drugs that 
do not have close substitutes. Over time, that response 
would reduce the savings to Medicare from this option. 
However, the size of that response is uncertain for two 
reasons: First, the amount of spending on new drugs 
that would be subject to higher prices is unclear. Second, 
the amount of the rebate that would be offset is uncer¬ 
tain because it would depend on the extent to which 
purchases of drugs subject to the inflation rebate were 
replaced by drugs with higher launch prices as a result 
of competition in the market. The higher launch prices 
also would affect other drug purchasers. Employment- 
based health insurance plans would probably negotiate 
larger rebates to offset a portion of the higher prices, but 
state Medicaid programs would pay more for new drugs, 
which in turn would tend to increase federal spending. 
(Those effects on federal spending for the Medicaid pro¬ 
gram are included in this estimate.) 

In addition, this option could change manufacturers’ 
incentives to offer rebates to Part D plans for exist¬ 
ing drugs. However, because the pressures on those 
rebates would push in both directions, CBO expects 
that the average rebates would not change appreciably. 

In general, manufacturers offer rebates in exchange for 
preferred coverage of their drugs in order to increase 
sales and market share. A key provision of the option 
is that the amount of a rebate that a manufacturer paid 
to a Part D plan would count toward the total rebate 
that manufacturer owed the federal government. On 
the one hand, that provision would make it less costly 
for manufacturers to increase their rebates as a way to 


boost sales to non-LIS enrollees. On the other hand, the 
higher required rebate for sales of drugs to LIS enrollees 
would reduce the benefit to manufacturers of increasing 
those sales. The net effects of the reductions—in terms 
of both the costs and benefits of offering rebates—are 
unclear and would vary by drug. But the overall effects 
on rebates for existing drugs would probably be negli¬ 
gible, in CBO’s estimation. If this option was expanded 
to include most of the Part D population, there could 
be adverse effects on the incentive for plans to use other 
tools such as formula tiers, prior authorization, and 
step therapy to hold down costs. However, if the option 
included a subset of the LIS population, the savings 
would be smaller and the incentives would remain 
unchanged. 

Other Effects 

An argument in favor of this option is that the Part D 
benefit could provide the same amount of drugs to 
Medicare beneficiaries at lower total cost, particularly 
for brand-name drugs that have no close substitutes and 
whose prices are less subject to market competition. An 
argument against the option is that the lower revenues 
that manufacturers receive for drugs under Part D could 
cause them to reduce their investments in research and 
development. 

The development of “breakthrough” drugs would be least 
affected by any decline in investment, CBO expects, 
because purchasers of those drugs tend to be willing to 
pay more for them. Manufacturers initially can set a 
higher price for a breakthrough drug, which can offset a 
portion of the new rebate without substantially affecting 
sales. Consequently, Medicare’s savings under this option 
would be limited for new drugs because of their higher 
launch prices, and, eventually, the savings on existing 
brand-name drugs would dissipate as those drugs lost 
patent protection and were replaced by less expensive 
generic versions. 

The effects of the option on rebates and investment 
incentives would be larger than when rebates were 
required in the past. Before 2006, manufacturers were 
already paying rebates to Medicaid for drugs purchased 
by the dual-eligible population (who were then enrolled 
under Medicaid’s drug benefit). However, the new rules 
also would apply to drugs purchased by LIS enrollees 
who are not dual-eligible beneficiaries, and therefore (all 
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else being equal) the total required rebate would be larger 
than it was when dual-eligible beneficiaries received drug 
coverage through Medicaid. In addition, because of the 
2010 increase in the rebate required for the sale of drugs 


covered by Medicaid, the reduction in manufacturers’ 
incentives to invest in research and development would 
probably be greater under this option than under the 
earlier system. 


RELATED CBO PUBLICATIONS: Competition and the Cost of Medicare’s Prescription Drug Program (July 2014), www.cbo.gov/publication/ 
45552; Spending Patternsfor Prescription Drugs Under Medicare Part D (December 2011), www.cbo.gov/publication/42692 
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Mandatory Spending—Option 22 

Function 570 

Modify Payments to Medicare Advantage Plans for Health Risk 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Increase the minimum risk reduction 
from 5.9 percent to 8 percent 

0 

0 

-3.3 

-5.2 

-5.2 

-5.2 

-6.1 

-6.6 

-7.1 

-8.4 

-8.6 

-47.0 

Increase the minimum risk reduction 
from 5.9 percent to 8 percent 
scaled by insurer and region 

0 

0 

-3.3 

-5.2 

-5.2 

-5.2 

-6.1 

-6.6 

-7.1 

-8.4 

-8.6 

-47.0 

Modify how risk scores are 
constructed 

0 

0 

-4.8 

-7.4 

-7.5 

-7.4 

-8.7 

-9.4 

-10.1 

-11.9 

-12.2 

-67.2 


This option would take effect in January 2021. 

Background 

Roughly a third of Medicare beneficiaries are enrolled in 
the Medicare Advantage program. Through that pro¬ 
gram, private health insurers receive a payment for each 
beneficiary they enroll and then take financial responsi¬ 
bility for covering that beneficiary’s care. Almost all other 
Medicare beneficiaries receive care in the Medicare fee- 
for-service (FFS) program, which pays providers directly 
for each service or set of services covered by Part A 
(Flospital Insurance) or Part B (Medical Insurance). 
Payments to Medicare Advantage plans depend on three 
components: bids that plans submit to the Centers for 
Medicare & Medicaid Services (CMS), predetermined 
benchmarks that CMS sets on a county-level basis, and 
risk scores that reflect variation in beneficiaries’ expected 
spending because of health conditions and other 
characteristics. 

Plans’ bids and Medicare’s benchmarks together deter¬ 
mine a base payment—or a per capita payment from 
CMS to the plan for an enrollee with average expected 
health costs. CMS determines base payments by com¬ 
paring area-specific benchmarks to a plan’s standardized 
bid—or a bid that reflects the plan’s estimated cost for 
providing Medicare benefits in a given area to an enrollee 
in average health. If a plan’s bid is above the benchmark, 
then CMS pays plans the benchmark. Plans must then 
charge enrollees a premium (which the enrollee pays in 
addition to the Part B premium) equal to the difference 
between the bid and the benchmark. If the plan’s bid is 
less than the benchmark, then the base payment from 
CMS is the bid plus a rebate. That rebate is a percentage 


of the difference between the bid and the benchmark, 
which plans are required to devote primarily to reducing 
premiums for Part B or Part D (the prescription drug 
benefit), reducing cost sharing, or covering additional 
benefits that Medicare does not cover, such as vision or 
dental care. Both the benchmark and the rebate percent¬ 
age are also modified to reflect a plan’s average quality 
score. (Quality scores are discussed in detail in the 
option “Reduce Quality Bonus Payments to Medicare 
Advantage Plans” on page 82.) 

CMS further adjusts payments to plans to reduce insur¬ 
ers’ incentives to selectively enroll beneficiaries on the 
basis of their expected spending. Specifically, CMS scales 
total payments to plans upward or downward by the risk 
scores of a plan’s enrollees. Risk scores are constructed to 
reflect variation in enrollees’ expected health care costs 
and are calculated for all Medicare beneficiaries on the 
basis of their diagnoses and other characteristics. Those 
scores are standardized so that a score of 1.0 reflects 
the health care spending of the average beneficiary in 
Medicare FFS—a type of calculation that is generally 
referred to as normalization. Pligher risk scores indicate 
higher expected health care spending, and a plan is paid 
more for an enrollee with a higher risk score. Conversely, 
a plan is paid less for enrollees with lower expected 
health care spending. 

More thorough documentation of beneficiaries’ diag¬ 
noses increases their risk scores, and thus, plans have a 
financial incentive to record all diagnoses for their enroll¬ 
ees. In contrast, providers serving Medicare FFS patients 
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have more limited financial incentives to code a bene¬ 
ficiary’s diagnoses because their payments are not tied 
to risk scores. Recent research has, in fact, shown that 
Medicare Advantage enrollees have higher average risk 
scores than otherwise similar FFS beneficiaries and that 
the difference has increased over time. Therefore, that 
divergence in risk scores appears to reflect more thorough 
diagnostic coding by Medicare Advantage plans, rather 
than differences in enrollees’ health (Flayford and Burns 
2018; Medicare Payment Advisory Commission 2018). 

To adjust for differences in coding, federal law currently 
requires CMS to apply an across-the-board reduction to 
Medicare Advantage plan payments that is intended to 
reflect the difference in coding intensity across the two 
populations. However, some research has found that 
the increase in payments that is attributable to coding 
intensity exceeds the current reduction being applied in 
the program (Medicare Payment Advisory Commission 
2018; Kronick and Welch 2014). Additionally, evidence 
suggests that some plans code more intensively than 
others. For instance, health maintenance organizations 
(HMOs) are thought to be able to code diagnoses more 
completely than preferred provider organizations (PPOs) 
or private fee-for-service (PFFS) plans, which have 
broader provider networks and exercise less control over 
providers’ practice patterns (Geruso and Layton 2018; 
Hayford and Burns 2018). Thus, an across-the-board 
reduction in payments to offset coding intensity penal¬ 
izes plans that do not code as intensively and maintains 
incentives for plans to increase coding intensity. 

Option 

This option—which would affect risk-adjustment pol¬ 
icy—consists of three alternatives, all of which would 
take effect in 2021. Under current law, CMS must 
reduce payments to all plans by a minimum of 5.9 
percent to reflect differences in coding across popula¬ 
tions. The first alternative would require CMS to reduce 
payments to all plans by at least 8 percent instead. Eight 
percent is the Medicare Payment Advisory Commission’s 
most recent estimate of the average difference between 
Medicare Advantage and FFS risk scores for otherwise 
similar beneficiaries. 

The second alternative would also require CMS to reduce 
average plan payments by a minimum of 8 percent, 
rather than 5.9 percent. However, it would further 
require CMS to scale that 8 percent reduction—that 
is, increase or decrease the reduction—on the basis of 


differences in coding intensity for each insurer in a given 
region. CMS would calculate that adjustment using the 
change in risk scores for beneficiaries who switched from 
Medicare FFS to an insurer’s plan in a given region and 
then place plans into quartiles according to growth in 
those enrollees’ average annual coding intensity since 
switching to Medicare Advantage. To simplify imple¬ 
mentation, plans within the same quartile would have 
their risk scores adjusted by the same percentage so that 
the average reduction across all plans, weighted by enroll¬ 
ment, would be a minimum of 8 percent. 

Changes in risk scores for beneficiaries who switch 
from FFS to Medicare Advantage capture differences in 
coding intensity because those beneficiaries’ initial risk 
scores are based on coding patterns in Medicare FFS, 
whereas the change in risk scores reflects the increase 
in coding attributable to joining Medicare Advantage. 
Examining changes in risk scores for beneficiaries on an 
insurer-level basis allows CMS to determine how coding 
intensity varies across insurers, and applying adjustments 
that are specific to each insurer ensures that plans that 
code more intensively face larger payment reductions. 
Likewise, allowing those adjustments to vary across 
regions addresses the fact that plans in different parts 
of the country may have different relationships with 
providers or different coding practices. Under this second 
alternative, insurers that have operated in the market for 
fewer than three years would have the standard 8 percent 
reduction applied to their payments. 

The third alternative would make two changes to 
risk-adjustment policy. First, CMS would be required to 
use two years of diagnostic data to calculate risk scores 
rather than one. Under the current system, risk scores 
are generated on the basis of a beneficiary’s diagnoses 
from the previous calendar year. Empirically, using two 
years of diagnoses to generate risk scores rather than one 
would result in more diagnoses being captured among 
FFS beneficiaries—and would have minimal effects on 
the number of diagnoses captured among Medicare 
Advantage beneficiaries. Accounting for additional diag¬ 
noses among FFS beneficiaries therefore would reduce 
the gap between average Medicare Advantage risk scores 
and average FFS risk scores. (The 21st Century Cures 
Act gave CMS the authority to use two years of diagnos¬ 
tic data beginning in 2019; the agency did not use that 
authority in 2019 but may in future years.) 
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Second, risk scores would no longer reflect diagno¬ 
ses captured from health risk assessments. Health risk 
assessments are visits by providers that can help deter¬ 
mine a beneficiary’s health needs and set a course for 
treatment. However, health risk assessments in Medicare 
Advantage are more likely than those in FFS to record a 
diagnosis for which a beneficiary receives no subsequent 
care. Excluding diagnoses recorded only during health 
risk assessments—rather than during other visits to 
providers—would therefore further reduce the disparity 
between FFS and Medicare Advantage risk scores. 

Effects on the Budget 

All three alternatives would reduce mandatory spending 
between 2021 and 2028, according to estimates by the 
Congressional Budget Office. 

CBO estimates that changing the reduction in risk 
scores from the current 5.9 percent to 8 percent to better 
reflect coding differences—the first alternative—would 
lower mandatory spending by $47 billion between 2021 
and 2028. Those savings would be the result of direct 
cuts to plan payments, but they include an offset that 
stems from the expectation that plans would adjust their 
bidding behavior in response to the payment reduction. 
(Because of shifts in the timing of payments between 
fiscal years, savings under all three alternatives would 
change minimally between 2022 and 2024 and increase 
in 2028.) 

Under the second alternative—which would also change 
the reduction in risk scores from 5.9 percent to 8 percent 
but scale that reduction by insurer and region—CBO 
estimates that mandatory spending would be reduced by 
$47 billion, the same amount of savings resulting from 
the first alternative. Compared with the first alternative, 
plans could face larger or smaller reductions under the 
second alternative; however net savings would be equiv¬ 
alent to those resulting from the first alternative because 
reductions in risk scores would, on average, be the same. 
As in the first alternative, CBO anticipates that plans 
would adjust their bidding behavior to partially offset the 
effect of payment cuts. CBO also expects that changes 
in bids would, on average, be the same as in the first 
alternative because adjustments by plans facing larger 
cuts would be offset by adjustments from plans facing 
smaller cuts. 

Under the third alternative—modifying how risk 
scores are constructed—mandatory spending would 


be reduced by $67 billion (including the timing shifts 
noted above), CBO estimates. That reduction would 
be driven by lower payments to plans resulting from a 
3 percent reduction in average normalized risk scores. 
Those reductions would arise in two ways: First, exclud¬ 
ing diagnoses that are solely recorded in health risk 
assessments generally would result in a greater reduction 
in risk scores for Medicare Advantage enrollees than for 
FFS beneficiaries. Second, basing risk scores on two years 
of diagnoses would result in a greater average increase 
in risk scores for FFS beneficiaries than in risk scores for 
Medicare Advantage enrollees. Risk scores are normal¬ 
ized around the average health of beneficiaries in FFS. 
Thus, if FFS risk scores increased without a correspond¬ 
ing increase in Medicare Advantage risk scores, average 
normalized risk scores for Medicare Advantage enroll¬ 
ees would be reduced. That reduction, in turn, would 
reduce payments. As with the first two alternatives, CBO 
anticipates that plans would adjust bids in response to 
those payment reductions. Those adjustments would be 
slightly larger than in the first and second alternatives 
because the average reduction in plan payments would 
be larger. However, on net, this alternative would result 
in larger reductions in mandatory spending than the 
previous two alternatives. 

CBO anticipates that the amount of savings in the first 
two alternatives would increase or decrease proportion¬ 
ately with the reduction applied to risk scores. That is, if 
the reduction to risk scores was smaller than 8 percent, 
savings would be proportionately reduced, and if that 
reduction was greater, savings would increase—although 
there is likely a limit on how much risk scores could be 
reduced before plans would exit the program. In con¬ 
trast, the third alternative represents a onetime change in 
the calculation of risk scores and therefore could not be 
increased or decreased without additional modifications 
to the risk-adjustment model. 

The largest source of uncertainty in the estimate of 
savings over the next 10 years under all three alternatives 
is CBO’s estimate of how much plans would adjust their 
bids in response to reduced payments. CBO projects 
that plans would adjust their bids to partially offset that 
payment reduction. However, those adjustments could 
be larger or smaller than CBO anticipates. Additionally, 
enrollment in Medicare Advantage could be more 
responsive to changes in payments than the agency 
expects. CBO anticipates that plans would adapt to pay¬ 
ment changes in ways that would preserve the benefits 
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that enrollees value most; thus, in the agency’s estima¬ 
tion, enrollment in Medicare Advantage would continue 
to grow as estimated under current law. Recent evidence 
suggests that, even when benchmarks have decreased, 
new and existing Medicare beneficiaries have continued 
to enroll in Medicare Advantage plans. However, if plans 
increased premiums or reduced the generosity of ben¬ 
efits in response to lower plan payments by more than 
CBO anticipates, then enrollment growth in Medicare 
Advantage could decrease over time. Whether changes in 
enrollment would increase or decrease savings depends 
on which beneficiaries disenrolled from or chose not to 
enroll in Medicare Advantage. If those beneficiaries, on 
average, cost more in Medicare FFS than they would in 
Medicare Advantage, then savings would be reduced. 
Conversely, if those beneficiaries cost more in Medicare 
Advantage than in Medicare FFS, then savings would 
increase. 

There is an additional source of uncertainty associated 
with all three alternatives because spending reduc¬ 
tions would be affected by the way in which risk scores 
changed under current law. If, under current law, plans 
increased the intensity with which they code diagnoses 
by more than anticipated, savings might grow over time. 
Conversely, other improvements in risk adjustment, such 
as changes in the data sources that CMS uses to calculate 
Medicare Advantage risk scores or improvements in cod¬ 
ing accuracy for FFS beneficiaries, could decrease those 
savings over time by narrowing the gap between the risk 
scores of Medicare Advantage enrollees and otherwise 
similar FFS beneficiaries under current law. Estimates 
for the third alternative would be particularly affected by 
this source of uncertainty. 

Other Effects 

The main advantage of all three alternatives is that, in 
addition to reducing direct federal spending on plan pay¬ 
ments, they would bring per capita payments for similar 
Medicare Advantage and FFS beneficiaries closer to par¬ 
ity. That is, reducing payments to Medicare Advantage 
plans would increase the likelihood that Medicare 
would make the same per capita payment for a benefi¬ 
ciary, regardless of whether that person was enrolled in 
Medicare FFS or Medicare Advantage. A disadvantage 
of all three alternatives is that insurers might reduce the 
generosity of the additional benefits that are funded by 
those additional payments, and some plans might either 
begin charging a premium or increase their premiums. 


An advantage of the first alternative is that it would be 
easy to implement because it would reduce payments 
to all plans by the same amount. However, research has 
shown that coding intensity differs across plans: For 
instance, plans that have a more direct relationship with 
providers, such as HMOs, or plans that employ provid¬ 
ers directly—that is, vertically integrated insurers—may 
exert more influence on diagnostic coding patterns. 

Other types of plans, such as PPOs and PFFS plans, have 
less influence over providers and therefore may have less 
influence on diagnostic coding patterns (Geruso and 
Layton 2018; Hayford and Burns 2018). Additionally, 
plans that conduct more health risk assessments, have 
better integrated electronic health records, or offer 
incentives to providers to code more diagnoses may all 
have higher risk scores than those that do not. Therefore, 
a uniform reduction to payments that reflects the average 
difference between Medicare Advantage and FFS bene¬ 
ficiaries’ risk scores might exacerbate inequities in plan 
payments. 

An advantage of the second alternative is that, unlike the 
first alternative, payment reductions would be scaled to 
reflect the degree to which plans in a given region coded 
more aggressively. Scaled reductions would have the ben¬ 
efit of applying lower payment reductions to plans that 
did not or could not code diagnoses as completely. 

A disadvantage of the second alternative is that it would 
be more complicated for CMS to administer. Further, 
many of the activities that lead to more comprehensive 
coding of diagnoses could be desirable in other ways. For 
instance, diagnoses might be coded more comprehen¬ 
sively in plans that have better electronic health records 
and more integration with providers. Better integration 
with providers and more complete use of electronic 
health records might also improve patients’ experiences 
and streamline the delivery of care. Thus, applying 
insurer-specific adjustments to risk scores might penal¬ 
ize plans that are engaged in behavior that otherwise 
would improve patient satisfaction or quality of care. 
Additionally, the alternative might give insurers incen¬ 
tives to change coding practices for beneficiaries who had 
recently switched from FFS to Medicare Advantage— 
that is, insurers might be inclined to delay documenting 
additional diagnoses until after the first three years of a 
beneficiary’s enrollment. 

An advantage of the third alternative is that it would 
work in part by improving the construction of risk scores 
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rather than simply cutting payments. Using two years 
of diagnoses would result in conditions being coded 
more consistently for all Medicare beneficiaries, and 
thus should more accurately measure health risk among 
Medicare Advantage enrollees relative to FFS. Further, 
unlike the first two alternatives, this alternative would 
specifically discourage the use of health risk assessments 


primarily to uncover new diagnoses, rather than to define 
a plan of care for a beneficiary. 

A disadvantage of the third alternative is that it would 
reduce plans’ incentives to provide health risk assess¬ 
ments. If plans provided fewer health risk assessments, 
then they might also fail to detect conditions that might 
require additional care. 


RELATED OPTION: Mandatory Spending, “Reduce Quality Bonus Payments to Medicare Advantage Plans” (page 82) 

RELATED CBO PUBLICATIONS: Alice Burns and Tamara Hayford, Effects of Medicare Advantage Enrollment on Beneficiary Risk Scores, 
Working Paper 2017-08 (November 2017), www.cbo.gov/publication/53270M Premium Support System for Medicare: Updated 
Analysis of Illustrative Options (October 2017), www.cbo.gov/publication/53077 

WORK CITED: Michael Geruso and Timothy Layton, Upcoding: Evidence From Medicare on Squishy Risk Adjustment, Working Paper 
21222 (National Bureau of Economic Research, revised April 2018), www.nber.org/papers/w21222; Tamara Beth Hayford and Alice Levy 
Burns, “Medicare Advantage Enrollment and Beneficiary Risk Scores: Difference-in-Differences Analyses Show Increases for All Enrollees 
on Account of Market-Wide Changes,” Inquiry, vol. 55 (July 2018), http://journals.sagepub.eom/doi/full/10.1177/0046958018788640; 
Richard Kronick and W. Pete Welch, “Measuring Coding Intensity in the Medicare Advantage Program,” Medicare and Medicaid Research 
Review, vol. 4, no. 2 (2014), pp. E1-E19, http://dx.doi.org/10.5600/mmrr.004.02.a06; Medicare Payment Advisory Commission, 

The Medicare Advantage Program: Status Report {March 2018), Chapter 13, https://go.usa.gov/xPVPD 
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Mandatory Spending—Option 23 

Function 570 

Reduce Quality Bonus Payments to Medicare Advantage Plans 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Eliminate Medicare Advantage 
benchmark increases that are tied 
to quality scores 

0 

0 

-6.7 

-10.4 

-10.5 

-10.3 

-12.2 

-13.1 

-14.2 

-16.7 

-27.6 -94.2 

Eliminate double bonuses from 

Medicare Advantage benchmarks 

0 

0 

-1.3 

-2.0 

-2.0 

-2.0 

-2.4 

-2.5 

-2.7 

-3.2 

-5.3 -18.2 


This option would take effect in January 2021. 

Background 

Roughly one-third of all Medicare beneficiaries are 
enrolled in the Medicare Advantage program under 
which private health insurers assume the responsibility 
for, and the financial risk of, providing Medicare ben¬ 
efits. Almost all other Medicare beneficiaries receive 
care in the traditional fee-for-service (FFS) program, 
which pays providers a separate amount for each service 
or related set of services covered by Part A (Ffospital 
Insurance) or Part B (Medical Insurance). Payments to 
Medicare Advantage plans depend in part on bids that 
the plans submit—indicating the per capita payment 
they will accept for providing the benefits covered by 
Parts A and B—and in part on how those bids com¬ 
pare with predetermined benchmarks. Plans that bid 
below the benchmark receive a portion of the difference 
between the benchmark and their bid in the form of a 
rebate, which must be primarily devoted to the follow¬ 
ing: decreasing premiums for Medicare Part B or Part D 
(prescription drug coverage); reducing beneficiary cost 
sharing; or providing additional covered benefits, such as 
vision or dental coverage. Those additional benefits and 
reduced cost sharing can make Medicare Advantage plans 
more attractive to beneficiaries than FFS Medicare. Plans 
that bid above the benchmark must collect an additional 
premium from enrollees that reflects the difference 
between the bid and the benchmark. Payments are fur¬ 
ther adjusted to reflect differences in expected health care 
spending that are associated with beneficiaries’ health 
conditions and other characteristics. 

Plans also receive additional payments—referred to as 
quality bonuses—that are tied to their average quality 
score. Those quality scores are determined on the basis 


of a weighted average of ratings that reflect consumer 
satisfaction and the performance of plans’ providers 
on a range of measures related to clinical processes and 
health outcomes. The Centers for Medicare & Medicaid 
Services (CMS) pays higher-rated plans more in two 
ways. First, plans that have composite quality scores 
with at least 4 out of 5 stars are paid on the basis of a 
benchmark that is 5 percent higher than the standard 
benchmark. (New plans or plans with low enrollment 
lack sufficient data for quality scores to be accurately 
calculated, so they are paid on the basis of a benchmark 
that is 3.5 percent higher.) Certain urban counties with 
both low FFS spending and historically high Medicare 
Advantage enrollment are designated as “double-bonus 
counties.” The quality bonuses applied to benchmarks in 
those counties are twice as high as in other counties. 

The second way that quality scores impact plan payments 
is through the size of the rebate that a plan receives when 
it bids below the benchmark. Plans with 4.5 stars or 
more retain 70 percent of the difference between the bid 
and the quality-adjusted benchmark, plans with 3.5 to 
4.0 stars retain 65 percent of that difference, and plans 
with 3 stars or less retain 50 percent of that difference. 
Recent evidence suggests that quality bonuses have 
increased Medicare’s payments to plans by 3 percent 
(Medicare Payment Advisory Commission 2018). 

In addition to encouraging plans to improve their quality 
directly through increased payments, the quality pro¬ 
gram also encourages consumers to enroll in plans with 
higher ratings. That is accomplished in two ways: First, 
CMS publishes plans’ quality scores to assist consumers 
in identifying higher-quality plans. Second, because 
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higher-rated plans receive higher rebates, those plans 
can offer enhanced benefits, which further increase the 
attractiveness of those plans relative to plans with lower 
quality ratings. Therefore, the quality-bonus program 
encourages plans to improve their quality scores both 
to garner higher payments and to increase their market 
share. 

Quality bonuses in Medicare Advantage have been crit¬ 
icized for several reasons. The bonus structure may exacer¬ 
bate geographic inequities across plans, both because 
quality bonuses are tied to benchmarks—which vary 
by county—and because of double-bonus designations. 
Differences in benchmarks and double-bonus designa¬ 
tions may not reflect variations in the costs that plans 
incur for providing better quality. Additionally, because 
Medicare Part B premiums fund about 25 percent of all 
spending for Medicare Part B services, quality bonuses 
increase Part B premiums for all Medicare enrollees 
(including beneficiaries in Medicare FFS) despite enhanc¬ 
ing benefits only for enrollees in higher-quality plans. 

Quality scores may also be an imperfect indicator of a 
plan’s overall quality. For example, some plans may be 
better able to record their processes and patient out¬ 
comes because they have more comprehensive electronic 
health records or closer relationships with providers. In 
addition, quality scores may be correlated with benefi¬ 
ciaries’ characteristics, such as geographic location and 
income, leading to worse quality scores for plans that 
operate in poorer or more rural areas. Quality scores 
may also emphasize investment in areas of quality that 
are measured at the expense of components of quality 
that are not captured by the composite scores. Finally, 
there is evidence that plans have engaged in activities 
that increase quality scores without increasing underlying 
quality. Before the Bipartisan Budget Act of 2018 (Public 
Law 115-123) was enacted, some insurers consolidated 
plans in different counties into the same contract so that 
average quality scores increased. Because quality scores 
are calculated at the contract level, lower-quality plans in 
those consolidated contracts received higher payments, 
and enrollees in those lower-quality plans were shown 
quality scores that were inflated relative to local plans’ 
performance. As a result of the new legislation, qual¬ 
ity scores will reflect an enrollment-weighted average 
of quality in consolidated plans, which should reduce 
insurers’ incentives to consolidate plans to increase qual¬ 
ity scores. However, insurers will still have an incentive 
to engage in other activities that increase quality scores 
without necessarily increasing quality. 


Option 

This option consists of two different alternatives. The 
first alternative would eliminate benchmark increases 
that are tied to quality scores starting in 2021. The 
second alternative would eliminate double bonuses from 
Medicare Advantage benchmarks. Higher-quality plans 
in those counties would still be paid bonuses under the 
second alternative, but the maximum increase to the 
benchmark would be 5 percent rather than 10 percent. 
(Five percent is the increase to benchmarks under current 
law for plans with 4 or more stars that are not operating 
in double-bonus counties.) Under both alternatives, the 
effect of a plan’s quality score on rebates would continue 
as under current law, and CMS would continue to pub¬ 
lish quality information for the benefit of consumers. 

Effects on the Budget 

Implementing either of the two alternatives would 
reduce mandatory spending between 2021 and 2028, 
according to estimates by the Congressional Budget 
Office. CBO projects that the first alternative— 
eliminating benchmark increases on the basis of qual¬ 
ity bonuses—would reduce mandatory spending by 
$94 billion between 2021 and 2028. That reduction 
would come primarily from direct reductions in bench¬ 
marks. In addition, on the basis of prior research, CBO 
anticipates that, for every additional dollar in reduced 
benchmarks, plans would reduce their bids by 50 cents 
to partially shield beneficiaries from cuts to benefits 
(Song, Landrum, and Chernew 2012). 

Reductions to the quality bonuses of different mag¬ 
nitudes would not result in proportional savings. For 
instance, if increases to benchmarks that are based on 
quality bonuses were cut in half rather than being elimi¬ 
nated, CBO projects that those savings would be slightly 
less than half of the savings from eliminating those 
bonuses. The percentage reduction in savings would 
not be equal to the percentage reduction in bonuses 
because, under the Affordable Care Act, benchmarks are 
not allowed to exceed their local FFS per capita spend¬ 
ing or their 2010 benchmark levels, after adjusting for 
growth. As a result of those caps on benchmarks, some 
plans that would otherwise receive a bonus of 5 percent 
or 3.5 percent receive a smaller bonus under current law. 
Thus, for those plans, a proposal that reduced the statu¬ 
tory bonus percentage by half would reduce the bonuses 
they receive by less than half. 

Under the second alternative—eliminating double 
bonuses—CBO estimates that mandatory spending 
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would be reduced by $ 18 billion over the same time 
frame. CBO anticipates that, if the second alternative 
was implemented, individual plans in affected counties 
would reduce bids in response to those reductions in 
bonuses. 

Under both alternatives, CBO estimates that changes in 
enrollment in Medicare Advantage would have min¬ 
imal budgetary effects. Recent evidence suggests that 
plans have largely shielded beneficiaries from reductions 
in benefits by reducing their bids in response to cuts 
in benchmarks. Additionally, enrollment in Medicare 
Advantage has grown across all counties at similar rates, 
suggesting that factors external to Medicare Advantage 
may drive increases in the program’s share of Medicare 
enrollment. 

CBO also anticipates that the budgetary effects of 
plans’ exiting the market would be minimal. Medicare 
Advantage insurers have canceled plans in some markets 
in response to past policy changes. However, the major¬ 
ity of enrollees in canceled plans have been able to enroll 
in another Medicare Advantage plan. 

The largest sources of uncertainty in the estimates are 
whether plans would change the amount of effort they 
invest in maintaining or improving quality and whether 
plans would further change the generosity of supple¬ 
mental benefits in response to changes in quality-related 
payments. If plans reduced investment in quality or ben¬ 
efits by more than CBO anticipates, those effects could 
result in lower enrollment in the Medicare Advantage 
program than the agency projects. In general, enrolling 
a beneficiary in Medicare Advantage costs the Medicare 
program slightly more than enrolling the same benefi¬ 
ciary in Medicare FFS; thus, if reductions in enrollment 
were larger than anticipated, budgetary savings could be 
larger than projected. 

Another source of uncertainty in the estimates is whether 
the savings would change over the budget window. CBO 
projects that the savings under both alternatives would 
grow at the same rate that spending on the Medicare 
Advantage program would grow under current law. 
(Projected savings would change minimally from 2022 
through 2024 and would increase in 2028 because of 
shifts in the timing of payments between fiscal years.) 
That projection depends on how quality bonuses would 
grow under current law. If quality scores were to grow 
more quickly than expected under current law, then the 


spending reductions associated with the two alternatives 
would also grow over time. Likewise, if quality scores 
were to grow more slowly than expected, then the spend¬ 
ing reductions would fall. Quality scores under current 
law could grow more quickly than expected if insurers 
became more adept at improving their quality scores or 
at encouraging providers to meet certain quality targets. 
On the other hand, quality scores could grow more 
slowly under current law because many quality measures 
are defined relative to other plans, and as plans invested 
more in quality improvements, the threshold for a plan’s 
being designated as “high quality” might become harder 
to attain. 

Other Effects 

An advantage of the first alternative is that it would 
address some of the criticisms of quality bonuses that 
are highlighted above. Specifically, reducing Medicare’s 
spending on payments to plans would reduce the 
degree to which Part B premiums paid by Medicare 
FFS beneficiaries financed supplemental benefits for 
Medicare Advantage enrollees. A second advantage of 
the alternative is that it would substantially reduce the 
financial incentives for insurers to invest in activities 
that improve quality scores without improving qual¬ 
ity. For instance, insurers would have less incentive to 
increase lower-quality plans’ scores by consolidating 
lower- and higher-quality plans, which would improve 
the transparency of quality scores for consumers and 
reduce unnecessary payments to plans. A third advan¬ 
tage of the alternative is that it would reduce dispari¬ 
ties in payments that might stem from differences in 
beneficiaries’ characteristics, geographic characteristics, 
or plan characteristics—such as the ability of insurers 
to document improvements in patient outcomes or 
the percentage of beneficiaries who live in a rural area. 
Finally, eliminating the benchmark bonuses for specific 
quality measures would reduce the incentive for insurers 
to devote more resources to improving those dimensions 
of quality, relative to other aspects of quality that are not 
included in quality scores. 

A disadvantage of the first alternative is that it would 
reduce the financial incentives for insurers to devote 
resources to improving quality. Insurers might also 
devote less energy to documenting quality if financial 
incentives to do so were reduced—which might reduce 
the accuracy of information provided to consumers when 
choosing a plan. 
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The primary argument for the second alternative is that 
it would reduce geographic differences in plan payments 
that might be unrelated to the costs of improving the 
quality of plans. A disadvantage of the second alternative 
is that, as in the first alternative, it would not entirely 
address some of the criticisms of quality scores that are 
highlighted above. For example, plans might still have an 


incentive to focus on improving dimensions of quality 
that are included in quality-bonus scores at the expense 
of dimensions of quality that are not included in those 
scores. This alternative also would maintain the incen¬ 
tive for plans to engage in activities that increase quality 
scores without necessarily improving the underlying 
quality of care. 


RELATED OPTION: Mandatory Spending, “Modify Payments to Medicare Advantage Plans for Health Risk” (page 77) 

RELATED CBO PUBLICATION: Tamara Hayford and Jared Maeda, Issues and Challenges in Measuring and Improving the Quality of 
Health Care, Working Paper 2017-10 (December 2017), www.cbo.gov/publication/53387 

WORK CITED: Medicare Payment Advisory Commission, The Medicare Advantage Program: Status Report {March 2018), Chapter 13, 
p. 355, https://go.usa.gov/xPVPD. Zirui Song, Mary Beth Landrum, and Michael E. Chernew, “Competitive Bidding in Medicare: Who 
Benefits From Competition?” American Journal of Managed Care, vol. 18, no. 9 (September 2012), pp. 546-552 
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Mandatory Spending—Option 24 Functions 550, 570 

Consolidate and Reduce Federal Payments for Graduate Medical Education at Teaching Hospitals 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Establish a grant program, with 
growth of grant based on the CPI-U 

0 

-1.4 

-1.9 

-2.5 

-3.1 

-3.7 

-4.3 

-4.9 

-5.6 

-6.6 

-8.9 

-34.0 

Establish a grant program, with 
growth of grant based on the CPI-U 
minus 1 percentage point 

0 

-1.4 

-2.0 

-2.8 

-3.5 

-4.3 

-5.1 

-5.9 

-6.7 

-7.9 

-9.7 

-39.5 


This option would take effect in October 2019. 

CPI-U = consumer price index for all urban consumers. 

Background 

Under certain circumstances, hospitals with teaching 
programs can receive funds from Medicare and Medicaid 
for costs related to graduate medical education (GME). 
Medicare’s payments cover two types of costs: those for 
direct graduate medical education (DGME) and those 
for indirect medical education (IME). DGME costs are 
for the compensation of medical residents and institu¬ 
tional overhead. IME costs are other teaching-related 
costs—for instance, those associated with the added 
demands placed on staff as a result of teaching activities 
and the greater number of tests and procedures ordered 
by residents as part of the educational process. As for 
funding provided by Medicaid, the federal government 
matches a portion of what state Medicaid programs pay 
for GME. The Congressional Budget Office estimates 
that total mandatory federal spending for hospital-based 
GME in 2018 was more than $ 15 billion, of which 
roughly 80 percent was financed by Medicare and the 
remainder by Medicaid. That spending is projected to 
grow at an average annual rate of 5.5 percent from 2020 
through 2028 (about 3 percentage points faster than the 
average annual growth rate of the consumer price index 
for all urban consumers, or CPI-U). Teaching hospitals 
also receive funding from other federal agencies—which 
is discretionary rather than mandatory spending—as well 
as funding from private sources. 

Medicare’s payments for DGME are based on three fac¬ 
tors: a hospital’s costs per resident in a base year, indexed 
for subsequent inflation; the hospital’s number of 
residents, which is subject to a cap that was first enacted 
in the Balanced Budget Act of 1997; and the share of 
total inpatient days at the hospital that is accounted for 
by Medicare beneficiaries. Payments for IME are made 


under Medicare’s hospital inpatient prospective payment 
system as a percentage add-on to the base payment and 
reflect a hospital’s teaching intensity (such as its ratio of 
full-time equivalent residents to the number of beds). 

In the Medicaid program, GME payments are consid¬ 
ered to be a part of supplemental payments and states 
are allowed, but not required, to make Medicaid pay¬ 
ments for GME. Each state determines its own level of 
Medicaid payments for GME and how those payments 
will be made. For example, some states base their GME 
payments on Medicare’s methodology or on a modified 
form of that methodology, whereas other states provide 
lump-sum payments for GME. Those payments are sub¬ 
ject to the same federal matching rates as other Medicaid 
spending and are subject to upper payment limits for 
Medicaid spending. 

Option 

Beginning in October 2019, this option would consol¬ 
idate all mandatory federal spending for GME into a 
grant program for teaching hospitals. Payments would be 
apportioned among hospitals according to the number 
of residents at a hospital (up to its existing cap) and the 
share of the hospital’s inpatient days accounted for by 
Medicare and Medicaid patients. Total funds available 
for distribution in 2020 would be fixed at an amount 
equaling the sum of Medicare’s 2018 payments for 
DGME and IME and the federal share of Medicaid’s 
2018 payments for GME. Total funding for the grant 
program would then grow at the rate of inflation. CBO 
examined two alternative measures of inflation. Under 
the first alternative, funding for the grant program would 
grow with the CPI-U; and under the second alternative, 
funding for the grant program would grow with the 
CPI-U minus 1 percentage point per year. 
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Effects on the Budget 

In CBO’s estimation, the first alternative would reduce 
mandatory spending by $34 billion between 2020 and 
2028. Using the amount of federal funding for GME 
in 2018 to establish the total funding available in 2020 
would cause a downward shift in the funding stream— 
relative to CBO’s projection of federal spending on 
GME under current law—that would reduce federal 
spending by $17.5 billion between 2020 and 2028. 
Increasing GME funding at the rate of the CPI-U, rather 
than at the rate of growth CBO projects under current 
law, would yield an additional $21.4 billion reduction 
in federal spending over that period. Elowever, CBO 
expects that those savings would be partially offset by 
a $4.8 billion increase in federal Medicaid spending. 
Many states make supplemental payments to hospitals 
that serve as safety-net hospitals (medical facilities that 
provide care regardless of a person’s ability to pay) and to 
those that provide charity care or other types of commu¬ 
nity benefits. Those supplemental payments are eligible 
for the same federal matching payments as other types of 
Medicaid-covered services. CBO anticipates that some 
states would make separate supplemental payments to 
replace a portion of lost hospital revenue for some or all 
of their teaching hospitals, which would partially offset 
the reduction in federal spending for Medicaid. 

CBO estimates that the second alternative would reduce 
spending by $40 billion between 2020 and 2028. Under 
that alternative, the reduction in spending associated 
with the downward shift in the funding stream would 
be the same as under the first alternative, $17.5 billion. 
Increasing federal GME funding at the rate of the CPI-U 
minus 1 percentage point per year would yield a greater 
reduction in spending than would the first alternative, 
or $27.6 billion between 2020 and 2028. The offsetting 
increase in federal Medicaid spending over that period 
would also be larger than under the first alternative and 
is estimated to be $5.4 billion. 

By 2028, the savings associated with the first alternative 
would represent about 16 percent of projected federal 
spending for GME under current law, whereas savings 
associated with the second alternative would represent 
about 19 percent. By consolidating federal funding for 
medical education, this option could reduce the federal 
government’s costs of administering the program. Any 
such administrative efficiencies would accrue to discre¬ 
tionary spending and therefore are not included in the 


estimate of changes to mandatory spending described 
above. 

The option would not change the existing caps on the 
number of subsidized slots for residents. Altering those 
caps would not change the budgetary effects because 
total federal payments for GME under this option would 
not depend on the number of residents. Removing those 
caps might allow the existing slots to be allocated more 
efficiently among hospitals, but it also would create an 
incentive for hospitals to expand their residency pro¬ 
grams in an attempt to receive a larger share of the total. 
The net effects on hospitals’ residency programs would 
be difficult to predict. 

Two sources of uncertainty in the estimates relate to the 
projected payment amounts for GME and the projected 
growth in the CPI-U from 2019 through 2028. In the 
event that the actual growth rates for either DGME or 
IME were higher or lower than the projected rates, the 
estimated savings would be greater or lesser than those 
using CBO’s current baseline projections. Also, to the 
extent that the difference between actual growth in the 
CPI-U and the growth in projected payments for GME 
occurring under current law turned out to be greater 
than CBO has estimated, the savings under the option 
would be larger, and vice versa. A third source of uncer¬ 
tainty is anticipating and projecting the extent to which 
states would offset the reductions to GME payments, for 
example, by making separate supplemental payments to 
teaching hospitals that experience reductions in GME 
funding. 

Other Effects 

An argument for reducing the overall subsidy for GME is 
that federal payments under current law exceed hospitals’ 
actual teaching costs. The Medicare Payment Advisory 
Commission (MedPAC) has consistently found that 
the IME adjustment is greater than hospitals’ estimated 
indirect costs of providing medical education. In a 2016 
analysis, MedPAC estimated that an IME adjustment 
about one-third the size of the current one would reflect 
the indirect costs that teaching hospitals actually incur 
(MedPAC 2016). That analysis suggested that a smaller 
subsidy would not unduly affect hospitals’ teaching activ¬ 
ities. A smaller subsidy also would reduce the incentive 
for hospitals to hire a greater number of residents than 
necessary. Another argument in favor of consolidating 
GME funding to hospitals is that unifying the funding 
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for GME could allow for a broader policy discussion 
about the ways in which medical education is funded. 

An argument against the option is that reducing the 
federal subsidy for GME could lead teaching hospitals 
to shift the composition of their residency programs 
toward specialists and away from primary care residents. 
Hospitals made such a shift after the caps on Medicare- 
funded residency slots were enacted because employ¬ 
ing specialists tends to be more profitable. If hospitals 
responded to further reductions in federal GME sub¬ 
sidies in the same way, they could exacerbate concerns 
about a shortage of primary care physicians in the future. 
Alternatively, hospitals might respond to the reduced 
subsidy by lowering residents’ compensation and making 
them responsible for more of the cost of their medical 
training. 


Another argument against the option is that some teach¬ 
ing hospitals might use part of their GME payments to 
fund care for uninsured people. The option could there¬ 
fore disproportionately affect teaching hospitals that treat 
a larger number of uninsured patients. Furthermore, 
states could lose some discretion to direct Medicaid 
GME payments to hospitals because the federal govern¬ 
ment would be administering the grant program. Under 
those circumstances, states would no longer receive 
federal matching for those funds and might choose to 
reduce their GME payments to hospitals. Elowever, that 
reduction would be mitigated if states instead shifted 
their GME payments to other types of supplemen¬ 
tal payments (which are subject to federal matching). 
Finally, if hospitals’ costs grew faster than GME pay¬ 
ments, hospitals and residents might bear an increasing 
share of the costs of operating a residency program over 
time. 


WORK CITED: Medicare Payment Advisory Commission, Report to Congress: Medicare Payment Policy (March 2016), p. 75, https://go.usa. 
gov/xPvSn (PDF, 5.61 MB) 
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Mandatory Spending—Option 25 Function 600 

Convert Multiple Assistance Programs for Lower-Income People Into Smaller Block Grants to States 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Mandatory Outlays 

Convert SNAP to block grant 

0 

-21 

-20 

-18 

-17 

-17 

-16 

-16 

-17 

-17 

-76 -160 

Convert child nutrition programs to 

block grants 

0 

-6 

-8 

-8 

-9 

-10 

-10 

-11 

-12 

-13 

-31 -88 

Total 

0 

-27 

-27 

-27 

-26 

-27 

-27 

-28 

-29 

-30 

-107 -247 


This option would take effect in October 2019. 

SNAP = Supplemental Nutrition Assistance Program. 

Background 

There are sizable federal programs to assist people who 
have relatively low income. Those programs include the 
Supplemental Nutrition Assistance Program (SNAP) and 
a collection of child nutrition programs. Federal spend¬ 
ing for SNAP and child nutrition programs in 2018 was 
$91 billion. 

SNAP provides benefits to help low-income households 
buy food. Federal outlays for the program were $68 bil¬ 
lion in 2018. Child nutrition programs subsidize meals 
provided to children at school, at child care centers, in 
after-school programs, and in other settings. In 2018, 
spending for those programs was $23 billion, most of it 
for the National School Lunch Program and the School 
Breakfast Program. 

Option 

This option would convert SNAP and the child nutrition 
programs to separate, smaller block grants to the states 
beginning in October 2019. The block grants would 
provide a set amount of funding to states each year, and 
states would be allowed to make significant changes to 
the structure of the programs. 

The option would provide annual funding equal to fed¬ 
eral outlays for each program in 2007 (the last full year 
before the most recent recession), increased to account 
for inflation in the cost of food since then. (The starting 
amounts would include outlays for both benefits and 
administrative costs and, for child nutrition programs, 
would represent total mandatory spending for that set 
of programs. Outlays for SNAP would be increased to 


account for inflation in the cost of food at home, and 
outlays for child nutrition would be increased to account 
for inflation in the cost of food away from home.) 

Another alternative would convert SNAP and the child 
nutrition programs to block grants through which the 
federal government would provide funding to match 
state spending on those programs. The Congressional 
Budget Office has not analyzed that alternative here 
because its effects would depend on the amounts and 
conditions of the grants and on decisions by state gov¬ 
ernments, which are very difficult to predict. 

Effects on the Budget 

CBO’s estimates of the budgetary effects of legislative 
proposals are measured relative to its baseline budget 
projections. As the rules governing those projections 
specify, CBO’s baseline projections for SNAP reflect 
the assumption that the program will continue to be 
extended beyond its expiration at the end of 2018. 
Though most of the child nutrition programs are per¬ 
manently authorized, authorization for some spending 
expired at the end of 2015 (including the authorizations 
for the Summer Food Service Program and state admin¬ 
istrative expenses); that spending has been extended 
through annual appropriations. As with SNAP, CBO’s 
baseline projections for the child nutrition programs 
reflect the assumption that the programs will continue to 
be extended. 

In CBO’s baseline projections, outlays for SNAP are 
projected to decline through 2022. Spending is pro¬ 
jected to then increase between 2023 and 2028, reaching 
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$70 billion in 2028, slightly higher than spending was 
in 2018. CBO projects that spending on SNAP would 
decline over the 2019-2022 period because the num¬ 
ber of people receiving benefits would decrease as the 
economy improves. Despite a continued decline in the 
number of people receiving benefits between 2023 and 
2028, CBO projects that spending would increase over 
that period because the increase in per-person benefits 
would more than offset the decline in the number of 
participants. In contrast, outlays for child nutrition 
programs are projected to increase through 2028, reach¬ 
ing $36 billion in that year, over 50 percent more than 
spending in 2018. 

By CBO’s estimates, setting annual funding amounts 
to equal the federal outlays for each program in 2007 
(adjusted for inflation) would reduce spending on SNAP 
by $160 billion from 2020 through 2028—or by about 
a quarter of the spending projected in the baseline. 

For child nutrition programs, the reduction would be 
$88 billion, or about a third. 

The budgetary effects of switching SNAP and child 
nutrition programs to block grants would depend heavily 
on the formulas used to set the amounts of the grants. 

If, instead of setting the inflation-adjusted value of the 
grants at the 2007 amounts, the grants were fixed in 
nominal dollars (as is, for example, the block grant for 
Temporary Assistance for Needy Families), savings would 
grow each year. By contrast, if the grants were indexed 
for both inflation and population growth—that is, if 
they were allowed to grow faster than specified in this 
option—savings would decline each year. Total savings 
would be less than those projected for this option if the 
change was phased in gradually instead of having spend¬ 
ing immediately revert to the 2007 amounts (adjusted 
for inflation). 

Although the formula used to set the amount of each 
separate block grant in this option is the same, the 
effects on spending would differ for each program. For 
SNAP, the estimated reduction in federal spending from 
converting to a block grant would decline through 2026, 
both in dollar terms and as a share of projected spending. 
In 2027 and 2028, the estimated savings would increase. 

Those results occur because, under the option, spending 
on SNAP would increase throughout the 10-year period, 
whereas spending in the baseline declines through 2022; 
hence, the difference between the two would narrow 


during those first few years. From 2023 to 2026, when 
both spending in the baseline and projected spending 
under the option increase, the latter grows more rapidly 
than the former. That is because, in the baseline, partic¬ 
ipation is projected to continue to decline during those 
years, causing overall spending to increase more slowly 
than the rate of inflation (for the price of food at home) 
used to increase the grant funding under the option. 

As a result, savings under the option would continue to 
decline through 2026. After 2026, the projected savings 
would rise as the year-over-year decrease in participation 
in the baseline slowed. 

For child nutrition programs, the reduction in federal 
spending from converting to the specified block grant 
would increase over time, both in dollar terms and as a 
share of projected spending under assumptions govern¬ 
ing the baseline. The savings would be greater in later 
years because CBO expects participation in the programs 
toincrease. As a result, spending in the baseline grows 
faster than would spending under the option, in CBO’s 
estimation. 

Among the largest sources of uncertainty in the estimate 
of savings over the next 10 years are CBO’s estimates of 
changes in the price of food at home (which is relevant 
for SNAP) and changes in the price of food away from 
home (which is relevant for the child nutrition pro¬ 
grams). CBO’s baseline projections of participation in 
SNAP and of the number of meals served through child 
nutrition programs are additional sources of uncertainty. 
Under the option, federal spending would not depend 
on participation in the programs. But because of the 
uncertainty regarding participation and the numbers of 
meals in CBO’s baseline and the uncertainty regarding 
inflation in CBO’s baseline and under the option, the 
savings from the option could be larger or smaller than 
those shown here. 

The budgetary effects of a second alternative—which 
would convert SNAP and the child nutrition programs 
to block grants in which the federal government matched 
the amount states spent on those programs—would 
depend on how the block grants were specified. States 
would probably have substantial flexibility under such an 
alternative, and the budgetary effects would depend in 
large part on how states responded to that flexibility. 
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Other Effects 

An argument for converting SNAP and the child nutri¬ 
tion programs to block grants is that state programs 
might better suit local needs and might be more innova¬ 
tive. States could define eligibility and administer ben¬ 
efits in ways that might better serve their populations. 
Moreover, allowing states to design their own programs 
would result in more experimentation, and some states 
could adopt approaches that had worked elsewhere. 

Another argument for the option is that it would 
make spending by the federal government more pre¬ 
dictable. The programs that this option affects must, 
under current law, make payments to eligible people. 
Therefore, spending automatically increases or decreases 
without any legislative action. For example, outlays for 
SNAP benefits more than doubled between 2007 and 
2011, primarily because participation in the program 
increased (mainly because of deteriorating labor market 
conditions). And even if the number of participants in 
a program does not change, the benefits paid per person 
can change if the income of participants changes. 

An argument against this option is that it would reduce 
federal support for lower-income people. Whom the cut 


in spending affected—and how it affected them—would 
depend on how states structured their programs and how 
state spending changed. But such a cut—amounting to 
about 30 percent of the projected mandatory spending 
on SNAP and child nutrition programs during those 
years—would almost certainly eliminate benefits for 
some people who would otherwise have received them, 
as well as significantly reduce the benefits of some people 
who remained in the programs. 

Another argument against this option is that block grants 
would be less responsive to economic conditions than 
the current federal programs. The automatic changes in 
spending on benefits under current law help stabilize 
the economy, reducing the depth of recessions during 
economic downturns. Those stabilizing effects would no 
longer exist under the option. Furthermore, if federal 
spending did not increase during a future economic 
downturn and more people became eligible for benefits, 
states that could not increase their spending (at a time 
when their own revenues were probably declining) would 
have to reduce per-person benefits or tighten eligibility, 
perhaps adding to the hardship for families just when 
their need was greatest. 


RELATED OPTiONS: Mandatory Spending, “Eliminate Subsidies for Certain Meals in the National School Lunch, School Breakfast, 
and Child and Adult Care Food Programs” (page 92); Appendix, Mandatory Spending, “Tighten Eligibility for the Supplemental Nutrition 
Assistance Program” (page 309) 

RELATED CBO PUBLICATfONS: Child Nutrition Programs: Spending and Policy Options (September 2015), www.cbo.gov/publication/ 
50737; The Effects of Potential Cuts in SNAP Spending on Households With Different Amounts of Income (March 2015), www.cbo.gov/ 
publication/49978; The Supplemental Nutrition Assistance Program (April 2012), www.cbo.gov/publication/43173 
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Mandatory Spending—Option 26 Function 600 

Eliminate Subsidies for Certain Meals in the National School Lunch, School Breakfast, 
and Child and Adult Care Food Programs 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

-0.1 

-0.8 

-1.0 

-1.1 

-1.2 

-1.2 

-1.2 

-1.3 

-1.3 

-1.4 

-4.2 -10.7 


This option would take effect in July 2019. 

Background 

The National School Lunch Program, the School 
Breakfast Program, and the Child and Adult Care Food 
Program provide funds that enable public schools, 
nonprofit private schools, child and adult care centers, 
and residential child care institutions to offer subsi¬ 
dized meals and snacks to participants. In the 2018- 
2019 school year, federal subsidies are generally 61 cents 
for each lunch, 31 cents for each breakfast, and 8 cents 
for each snack for participants in households with 
income above 185 percent of the federal poverty guide¬ 
lines (commonly known as the federal poverty level, or 
FPL). The programs provide larger subsidies for meals 
served to participants from households with income at 
or below 185 percent of the FPL and above 130 percent 
of the FPL, and still larger subsidies to participants from 
households with income at or below 130 percent of 
the FPL. As a result of the subsidies, participants from 
households with income at or below 130 percent of the 
FPL pay nothing for their meals. 

Under current law, federal subsidies for meals served to 
participants from households with income greater than 
185 percent of the FPL can include base cash subsidies; 
certain commodities; and, for those schools participating 
in the school lunch program that comply with federal 
nutrition guidelines, an additional cash subsidy. In the 
2018-2019 school year, the base cash subsidies for meals 
served to participants from households with income 
greater than 185 percent of the FPL are 31 cents per 
lunch and 31 cents per breakfast; for after-school snacks 
provided to such participants, the amount is 8 cents. 

All participating schools and centers also receive com¬ 
modities—food from the Department of Agriculture, 
such as fruit and meat—with a value of 23.5 cents per 
lunch. Schools that offer meals that are certified by state 
authorities as complying with federal nutrition guidelines 
receive an additional cash subsidy of 6 cents per lunch 


in the 2018-2019 school year. (Additional subsidies are 
available for schools and centers in Alaska and Hawaii, 
schools in Puerto Rico, and participating schools that 
serve a certain number of meals to students from house¬ 
holds with income at or below 185 percent of the FPL.) 

Option 

Beginning in July 2019, this option would eliminate 
the subsidies for meals and snacks served through the 
National School Lunch Program, the School Breakfast 
Program, and a portion of the Child and Adult Care 
Food Program to participants from households with 
income greater than 185 percent of the FPL. The Child 
and Adult Care Food Program provides funds for meals 
and snacks served in child and adult care centers as well 
as in day care homes. Reimbursement rates for meals 
served through participating child and adult care centers 
are equal to the reimbursement rates for meals served 
through the National School Lunch Program and the 
School Breakfast Program. Because reimbursement rates 
for meals served in day care homes are set differently, this 
option does not affect day care homes. 

Effects on the Budget 

The Congressional Budget Office estimates that the 
option would reduce federal spending by $10.7 billion 
through 2028. Reductions in the number of meals served 
under the option account for most of savings. In 2028, 
CBO’s projection of $1.4 billion in savings that year 
reflects: 

■ About 1.4 billion fewer lunches and snacks through 
the school lunch program, at an average subsidy of 
about 63 cents; 

■ About 450 million fewer breakfasts served through 
the School Breakfast Program, at an average subsidy 
of about 43 cents; 
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■ About 425 million fewer meals and snacks served 
in the child and adult food program, at an average 
subsidy of about 30 cents; and 

■ Additional savings of about $200 million from 
reduced spending on commodities and program 
administration. 

Those estimates are based on historical trends, projected 
school enrollment, and other factors. 

Most of the outlay savings are from the elimination of 
the subsidy for paid meals in the lunch and breakfast 
programs, but CBO also estimates that some schools 
and centers where a small share of meals are served to 
participants for free or at reduced price levels would 
drop out of the programs. About 15 percent of the total 
savings are from the loss of free and reduced price meals 
and snacks at schools that would exit the programs 
without the subsidy for meals served to participants from 
higher-income households. 

There are several sources of uncertainty in this estimate, 
including, for example, CBO’s projections under current 
law of the number of meals and snacks served and the 
reimbursement rates for those meals and snacks, which 
partly depend on inflation. Additionally, there is uncer¬ 
tainty about how many schools and centers with low 


levels of free and reduced price meal reimbursements 
would drop out of the programs under the option. 

Other Effects 

The primary argument for this option is that it would 
target federal subsidies to those most in need. Because 
the subsidies for meals served to participants from house¬ 
holds with income greater than 185 percent of the FPL 
are small, the effect of the option on those participants 
and the members of their households would probably be 
minimal. 

An argument against this option is that schools and 
centers would probably offset part or all of the loss of the 
subsidies by charging participants from higher-income 
households higher prices for meals, and some of those 
participants might stop buying meals. In addition, 
schools and centers might leave the programs if they 
incur meal program costs that exceed the subsidies they 
receive for meals served to participants from households 
with income at or below 185 percent of the FPL; about 
one-third of school food authorities surveyed claimed 
that expenses exceeded revenues in the previous year 
(Food and Nutrition Service 2016). Individuals at such 
institutions who would be eligible for free or reduced- 
price meals would no longer receive subsidized meals, 
and the meals served at those institutions would no lon¬ 
ger have to meet any other requirements of the programs 
(including the nutrition guidelines). 


RELATED OPTIONS: Mandatory Spending, “Convert Multiple Assistance Programs for Lower-Income People Into Smaller Block Grants to 
States” (page 89), Appendix, Mandatory Spending, “Tighten Eligibility for the Supplemental Nutrition Assistance Program” (page 309) 

RELATED CBO PUBLICATION: Child Nutrition Programs: Spending and Policy Options (September 2015), www.cbo.gov/ 
publication/50737 

WORK CITED: Food and Nutrition Service, Special Nutrition Program Operations Study, Nutrition Assistance Program Report (prepared 
by 2M Research Services LLC, October 2016), p. 165, https://go.usa.gov/xkSeh 
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Mandatory Spending—Option 27 

Function 600 

Reduce TANF’s State Family Assistance Grant by 10 Percent 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

-0.9 

-1.4 

-1.5 

-1.6 

-1.6 

-1.6 

-1.6 

-1.6 

-1.6 

-5.4 -13.4 


This option would take effect in October 2019. 

Background 

Temporary Assistance for Needy Families (TANF) pro¬ 
vides cash assistance, work support (such as subsidized 
child care), and other services to some low-income fami¬ 
lies with children. Almost all of the federal government’s 
TANF funding is provided through a block grant called 
the State Family Assistance Grant (SFAG), which totals 
$ 16 billion annually. The states administer TANF and 
have considerable latitude in determining the mix of cash 
assistance, work support, and other services that the pro¬ 
gram provides. The states also determine the requirements 
for participation in work-related activities that some 
recipients must meet to avoid a reduction in the amount 
of cash assistance they receive through the program. 

Option 

Beginning in October 2019, this option would reduce 
the SFAG by 10 percent. 

Effects on the Budget 

Reducing the amount of the SFAG would decrease 
federal spending by about $13 billion through 2028, 
the Congressional Budget Office estimates. Initially, the 
option would save less than $1.6 billion per year because 
some states do not spend all of their funding in the 
year that they receive it. Thus, some of the funding that 
would be eliminated by this option would not have been 
spent until later years under current law. CBO estimates 
that states spend the vast majority of funding within 
two years of receipt, but some states take eight years 
to exhaust it. Thus, the reduction in spending will not 
equal the reduction in funding until 2028. Ffowever, the 
average difference between spending and funding from 
2020 through 2028 is only about 10 percent. The speed 
with which states spend their funding is the main source 
of uncertainty for this option. 


Gauging the savings for alternatives that would reduce 
the SFAG by other percentages is fairly straightforward. 
For example, cutting the SFAG by half as much (that 
is, 5 percent) would reduce spending by about half the 
amount. If cuts were much larger than 10 percent, states 
might spend the remaining funding more quickly, which 
could slightly reduce the savings over the next decade. 

Other Effects 

One argument for this option is that it might prevent 
some families from becoming dependent on federal aid, 
if states responded to the reduction in SFAG funding 
by making their work requirements more stringent to 
reduce their spending on cash assistance. The more 
stringent work requirements would probably result in 
shorter periods of cash assistance for some families. 

And, in some cases, family members might find work 
more quickly, either to compensate for the loss of cash 
assistance or to comply with the work requirements. 
However, some states might respond to the reduction in 
funding by decreasing their spending on work support, 
which could make finding and keeping jobs harder. 

An argument against this option is that it would reduce the 
amount of assistance available to low-income families with 
children. Because federal spending on TANF has stayed 
about the same since 1998, the programs first full year, 
the purchasing power of that funding has fallen by 28 per¬ 
cent. As real (inflation-adjusted) spending on TANF has 
decreased, so has the number of families who get cash assis¬ 
tance from the program—from 3.2 million families in 1998 
to 1.1 million in 2017. In comparison, roughly 5.5 million 
families had income below the poverty threshold in 2017. 
Reducing real spending on the program by an additional 
10 percent would further reduce the number of families that 
TANF served or the amount of assistance that it provided. 


RELATED CBO PUBLICATION: Temporary Assistance for Needy Families: Spending and Policy Options 0anuary 2015), www.cbo.gov/ 
publication/49887 
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Mandatory Spending—Option 28 

Function 600 

Eliminate Supplemental Security Income Benefits for Disabled Children 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Mandatory Outlays 

0 

-10 

-10 

-11 

-11 

-10 

-11 

-12 

-12 

-14 

-41 

-100 

Change in Discretionary Outlays 

0 

-1 

-1 

-1 

-1 

-1 

-1 

-1 

-1 

-1 

-4 

-9 


This option would take effect in October 2019. 


Background 

The Supplemental Security Income (SSI) program pro¬ 
vides cash assistance to people who are disabled, aged, or 
both and who have low income and few assets. In 2018, 
15 percent of SSI recipients, or 1.2 million people, are 
projected to be disabled children under age 18, receiving 
an average monthly benefit of $ 686 . To receive bene¬ 
fits, those children must have marked, severe functional 
limitations and usually must live in a household with low 
income and few assets. 

Option 

This option would eliminate SSI benefits for disabled 
children. 

Effects on the Budget 

The Congressional Budget Office estimates that eliminat¬ 
ing disabled children’s benefits would reduce mandatory 
spending by $100 billion through 2028. That estimate 
is based on CBO’s projection of the total number of SSI 
recipients who are disabled children and on their average 
projected benefits in the 10-year period. Because the 
number of disabled children and their average benefits 
are projected to increase over time, the annual savings 
from this option would also generally increase. However, 
both the projected number of disabled children and their 
average projected benefits are inherently uncertain. 

Because annual discretionary appropriations cover SSI’s 
administrative costs, this option would generate an extra 
$9 billion in discretionary savings over the same period. 
CBO arrived at that estimate using the projected total 
cost of administering SSI and the percentage reduction 
in the program’s mandatory outlays due to this option, 
both of which are uncertain. 


Other Effects 

Eliminating SSI benefits for children may encourage 
their parents to increase work and thereby increase earn¬ 
ings. (Research has not shown that parents reduce work 
in anticipation of receiving SSI benefits for their child; 
however, in one study, parents who stopped receiving 
their child’s SSI benefit significantly increased their work 
hours and fully offset the loss of the benefit [Deshpande 
2016].) Currently, the program’s traits create a disincen¬ 
tive for parents to increase work. Unlike another pro¬ 
gram that aims to help families achieve self-sufficiency, 
Temporary Assistance for Needy Families, SSI imposes 
no work requirements on parents and does not explicitly 
limit how long their child may receive benefits as long 
as the child remains medically and financially eligible. 
Furthermore, SSI benefits decrease by 50 cents with each 
additional dollar of parental earnings above a certain 
threshold, depending on household size and other 
factors. (For example, in calendar year 2018, for a single 
parent with one child who is disabled and with no other 
income, the SSI benefit is generally reduced after the 
parent earns more than $1,625 per month.) Although 
increased work by those parents would support financial 
self-sufficiency, such a change might have negative effects 
on the outcomes of disabled children. 

Another argument for this option is that, rather than 
provide a cash benefit to the children’s parents with¬ 
out ensuring that they spend the money on disabled 
children, policymakers could choose to support those 
children in other ways. For example, states could receive 
grants to make an integrated suite of educational, med¬ 
ical, and social services available to disabled children 
and their families. To the extent that funds that would 
have been used to provide SSI benefits for children 
were instead used for a new program or to increase the 
resources of other existing programs, federal savings from 
this option would be correspondingly reduced. 
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An argument against the option is that this program 
serves a disadvantaged group. SSI is the only federal 
income support program geared toward families with 
disabled children, and SSI benefits reduce child poverty 
rates. Families with disabled children are typically more 
susceptible to economic hardship than other families 


because of both direct and indirect costs associated with 
children’s disabilities. (Direct costs can include additional 
out-of-pocket health care expenses, spending on adaptive 
equipment, and behavioral and educational services. 
Indirect costs for the parents of disabled children can 
include lost productivity and negative health effects.) 


RELATED CBO PUBLICATION: Supplemental Security Income: An Overview (December 2012), www.cbo.gov/publication/43759 

WORK CITED: Manasi Deshpande, “The Effect of Disability Payments on Household Earnings and Income: Evidence From the SSI Children’s 
Program,” Review of Economics and Statistics, vol. 98, no. 4 (October 2016), pp. 638-654, https://dx.doi.org/10.ll62/REST_a_00609 
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Mandatory Spending—Option 29 Function 650 

Link Initial Social Security Benefits to Average Prices Instead of Average Earnings 


Billions of Dollars 

2019 

2020 2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Apply pure price indexing 

0 

* -1 

-3 

-5 

-9 

-15 

-21 

-30 

-37 

-9 

-121 

Apply progressive price indexing 

0 

* -1 

-2 

-3 

-6 

-9 

-14 

-19 

-24 

-6 

-77 


This option would take effect in January 2020. 

* = between -$500 million and zero. 

Background 

Social Security benefits for retired and disabled workers 
are based on their average lifetime earnings. The Social 
Security Administration uses a statutory formula to com¬ 
pute a worker’s initial benefits, and through a process 
known as wage indexing, the benefit calculation in each 
year accounts for economywide growth of wages. Average 
initial benefits for Social Security recipients therefore 
tend to grow at the same rate as do average wages. (After 
people become eligible to receive benefits, their monthly 
benefits are adjusted annually to account for increases in 
the cost of living but not for further increases in average 
wages.) 

Option 

This option consists of two alternatives to constrain the 
growth of Social Security benefits. The first alternative 
would change the computation of initial benefits so 
that the real (inflation-adjusted) value of average initial 
benefits did not rise. That alternative, often called “pure” 
price indexing, would allow increases in average real 
wages to result in higher real Social Security payroll taxes 
but not in higher real benefits. Beginning with partic¬ 
ipants who became eligible for benefits in 2020, pure 
price indexing would link the growth of initial benefits 
to the growth of prices (as measured by changes in the 
consumer price index) rather than to the growth of 
average wages. (Benefit growth would be cut by reduc¬ 
ing three factors that determine the primary insurance 
amount. The factors would be reduced by the real wage 
growth in each year. Those three factors are now 90 
percent, 32 percent, and 15 percent; the earnings levels 
at which the factors change are called bend points. For 
example, with real wage growth of 1 percent, the three 
factors would be reduced by 1 percent, so in 2020 they 


would be 89.1 percent, 31.68 percent, and 14.85 per¬ 
cent, respectively.) 

Under pure price indexing, benefits for each successive 
cohort of beneficiaries would be smaller than the bene¬ 
fits scheduled under current law, with the extent of the 
reduction being determined by the growth of average 
real wages. For example, if real wages grew by 1 percent 
annually, workers newly eligible for benefits in the first 
year the pure price indexing was in effect would receive 
1 percent less than they would have received under the 
current rules; those becoming eligible in the second year 
would receive about 2 percent less; and so on. The actual 
incremental reduction would vary from year to year, 
depending on the growth of real wages. 

The second alternative for constraining the growth of 
initial Social Security benefits, called progressive price 
indexing, would keep the current benefit formula for 
workers who had lower earnings and would reduce the 
growth of initial benefits for workers who had higher 
earnings. 

Under this alternative, initial benefits for the 30 per¬ 
cent of workers with the lowest lifetime earnings would 
increase with average wages, as they are scheduled to 
do, but initial benefits for other workers would increase 
more slowly, at a rate that depended on their position 
in the distribution of earnings. For example, for work¬ 
ers whose earnings put them at the 31st percentile of 
the distribution, benefits would rise only slightly more 
slowly than average wages, whereas for the highest 
earners—workers with 35 years of earnings at or above 
the taxable maximum—benefits would rise with prices, 
as they would under pure price indexing. Thus, under 
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progressive price indexing, the initial benefits for most 
workers would increase more quickly than prices but 
more slowly than average wages. As a result, the benefit 
structure would gradually become flatter, and ultimately, 
all newly eligible workers in the top 70 percent of earners 
would receive the same monthly benefit. 

Effects on the Budget 

Pure price indexing would reduce federal outlays by 
$121 billion through 2028, the Congressional Budget 
Office estimates. By 2048, pure price indexing would 
reduce scheduled Social Security outlays by 16 percent 
from what would occur under current law; when mea¬ 
sured as a percentage of total economic output, the 
reduction would be 1.1 percentage point because outlays 
would decline from 6.3 percent to 5.2 percent of gross 
domestic product. People newly eligible for benefits in 
2048, CBO estimates, would experience a reduction in 
benefits of about one-third from the benefits scheduled 
under current law. 

Progressive price indexing would reduce federal outlays 
by $77 billion through 2028, CBO estimates. By 2048, 
progressive price indexing would reduce the outlays for 
Social Security by 9 percent; when measured as a per¬ 
centage of total economic output, the reduction would 
be 0.6 percentage points because outlays would fall from 
6.3 percent to 5.7 percent of gross domestic product. 

CBO’s estimates are based on its projections of the 
growth in average real wages, which determine the extent 
of the aggregate benefit reduction that results from 
each alternative. CBO applies those aggregate benefit 
reduction rates to the Social Security benefit payments 
scheduled under current law to arrive at the estimated 
budgetary savings. For progressive price indexing, the 
projected distribution of earnings for the top 70 percent 
of earners also affects the estimated savings. 


Because the benefit reductions would increase for each 
successive cohort of beneficiaries, the projected budget¬ 
ary savings would increase over time. The realized savings 
could be higher or lower than shown due to uncertainty 
in projections of real wage growth. 

Other Effects 

Under both approaches, the people most affected by the 
option are those who would become eligible for benefits 
in the distant future. Those beneficiaries, however, would 
have had higher real earnings during their working years 
and thus a greater ability to save for retirement on their 
own to offset those reductions. 

Progressive price indexing would reduce scheduled Social 
Security benefits less than would pure price indexing, 
and beneficiaries with lower earnings would not be 
affected. Real annual average benefits would still increase 
for all but the highest-earning beneficiaries. Benefits 
would replace less of affected workers’ earnings than 
under current law but would replace more earnings than 
they would under pure price indexing. 

An argument for both alternatives in this option is that 
average inflation-adjusted benefits in the program would 
not decline over time. If lawmakers adopted pure price 
indexing, future beneficiaries would generally receive the 
same real monthly benefit paid to current beneficiaries, 
and as average longevity increased, they would receive 
benefits for more years. 

But because benefits would not be as closely linked to 
average wages, an argument against both alternatives 
is that affected beneficiaries would not share in overall 
economic growth to the same extent as they do under 
current law. As a result, benefits would replace less of the 
affected beneficiaries’ earnings than they do today. 


RELATED OPTIONS: Mandatory Spending, “Make Social Security’s Benefit Structure More Progressive” (page 99), “Raise the Full 
Retirement Age for Social Security” (page 101) 

RELATED CBO PUBLICATIONS: Social Security Policy Options, 2015 (December 2015), www.cbo.gov/publication/51011; letter to the 
Honorable Paul Ryan providing CBO’s analysis of the Roadmap for America’s Future Act of 2010 (January 27,2010), www.cbo.gov/ 
publication/41860; Long-Term Analysis of S. 2427, the Sustainable Solvency First for Social Security Act of2006 (attachment to a letter 
to the Honorable Robert F. Bennett, April 5,2006), www.cbo.gov/publication/17701 
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Mandatory Spending—Option 30 

Function 650 

Make Social Security’s Benefit Structure More Progressive 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 












Use 90/32/5 PIA factors 

0 

0 

* 

-0.2 

-0.3 

-0.5 

-0.9 

-1.4 

-1.8 

-2.3 

-0.5 -7.4 

Use 100/25/5 PIA factors 

0 

0 

-0.3 

-0.7 

-1.5 

-2.5 

-4.2 

-6.3 

-8.8 

-11.2 

-2.5 -35.5 


This option would take effect in January 2020. 

PIA = primary insurance amount; * = between -$50 million and zero. 

Background 

The amount of the Social Security benefit paid to a dis¬ 
abled worker or to a retired worker who claims benefits 
at the full retirement age is called the primary insurance 
amount (PIA). The Social Security Administration (SSA) 
calculates that amount using a formula applied to a 
worker’s average indexed monthly earnings (AIME), a 
measure of average taxable earnings over that worker’s 
lifetime. The benefit formula is progressive, meaning 
that the benefit is larger as a share of lifetime earnings for 
someone with a lower AIME than it is for a person with 
a higher AIME. To compute the PIA, the SSA separates 
AIME into three brackets by using two bend points (or 
dollar threshold amounts). In calendar year 2018, the 
first bend point is $895, and the second bend point is 
$5,397. Average indexed earnings in each of the three 
brackets are multiplied by three corresponding factors to 
determine the PIA: 90 percent, 32 percent, and 15 per¬ 
cent. (Bend points rise each year with average wages, 
whereas the factors remain constant.) 

For example, a worker with an AIME of $ 1,000 would 
have a PIA of $839 because the 90 percent PIA factor 
would apply to the first $895, and the 32 percent factor 
would apply to the remaining $105. A worker with an 
AIME of $6,000 would have a PIA of $2,337 because 
the 90 percent factor would apply to the first $895, 
the 32 percent factor would apply to the next $4,502 
($5,397 minus $895), and the 15 percent factor would 
apply to the remaining $603 ($6,000 minus $5,397). 
Because the formula is progressive, for an AIME of 
$1,000, the PIA amounts to 84 percent of the AIME; for 
$6,000, the PIA amounts to 39 percent of the AIME. 


Option 

This option would make the Social Security benefit 
structure more progressive by cutting benefits for people 
with higher average earnings while either preserving 
or expanding benefits for people with lower earnings. 
Starting with people newly eligible in 2020, the first 
alternative in this option would affect only beneficia¬ 
ries with an AIME above the second bend point. That 
approach would reduce the 15 percent PIA factor by 
1 percentage point per year until it reached 5 percent in 
2029. 

The more progressive second alternative in this option 
would reduce benefits for a larger fraction of beneficiaries 
with higher lifetime earnings while increasing benefits 
for people with lower lifetime earnings. The second 
approach would lower both the 15 percent and 32 per¬ 
cent factors and would increase the 90 percent factor. 

The factors would change gradually over 10 years until 
they reached 5 percent, 25 percent, and 100 percent, 
respectively. (The 15 percent and 90 percent factors 
would change by 1 percentage point per year, whereas 
the 32 percent factor would change by 0.7 percentage 
points per year.) 

Effects on the Budget 

The first alternative would reduce total federal outlays 
for Social Security over the 10-year period by about $7 
billion, the Congressional Budget Office estimates. That 
estimate is based on CBO’s projections of the share of 
newly eligible beneficiaries who would be affected by 
that approach and the average reduction in their benefits. 
By 2028, based on data provided by the Social Security 
Administration, CBO estimates that about 2.5 million 
people, or 13 percent of all newly eligible beneficiaries, 
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would be affected. For people who become eligible in 
2028, the average decline in monthly benefits for those 
affected would amount to 4 percent, or about $150 dol¬ 
lars, relative to amounts under current law. 

The second alternative would achieve total federal savings 
of $36 billion over the 10-year period. CBO estimates 
that about 45 percent of new beneficiaries would receive 
benefits that are higher than under current law, while 
55 percent of new beneficiaries would receive benefits 
that are lower. People who become eligible in 2028 and 
would get increased benefits would, on average, receive 
6 percent, or about $70 dollars per month, more than 
under current law; the average decrease for people whose 
benefits would be reduced would amount to about 8 
percent, or $220 dollars per month. 

Annual savings from both alternatives would grow over 
time as the new benefit structure applied to more bene¬ 
ficiaries. In 2048, the first and second alternatives would 
reduce Social Security outlays from what would occur 
under current law by 2 percent and 6 percent, respec¬ 
tively. When measured as a percentage of total economic 
output, the reduction in Social Security outlays under 
the two alternatives would be 0.2 percentage points and 
0.4 percentage points, as the outlays fell from 6.3 percent 
of gross domestic product to 6.1 percent and to 5.9 per¬ 
cent, respectively. 

To achieve greater budgetary savings, larger reductions 
in the 15 percent and the 32 percent PLA factors could 
be implemented. (Conversely, smaller reductions would 
result in less savings.) In addition, to target benefit 
reductions more narrowly, one or more additional bend 
points could be added to the formula. 


The overall savings from the alternatives in this option 
could be higher or lower than shown because the pro¬ 
jected distribution of earnings and the resulting benefits 
are uncertain. For example, if earnings were more equally 
distributed than CBO has projected, resulting in more 
people with an AIME above the second bend point, the 
savings from both approaches would be slightly higher 
than shown because the reduction in benefits would 
apply to more people. 

Other Effects 

An argument in favor of this option is that it would 
better target Social Security benefits toward people who 
need them more—protecting or expanding benefits 
for people with low average earnings while reducing 
payments to people with higher average earnings. This 
option would help make the Social Security system more 
progressive at a time when growing disparities in life 
expectancy by income level are making the system less 
progressive. (Beneficiaries with higher income typically 
live longer and experience larger improvements in their 
life expectancy than lower-income beneficiaries. As a 
result, higher-income groups receive benefits for more 
years, on average, than lower-income beneficiaries.) The 
second approach in this option would increase progres- 
sivity more than the first approach by boosting benefits 
to lower-income people. 

An argument against this option is that it would weaken 
the Social Security system’s link between earnings and 
benefits. In addition, the second approach would reduce 
benefits for beneficiaries with an AIME above the 45th 
percentile, some of whom do not have high lifetime 
earnings. In particular, CBO projects that in 2028 the 
second approach would reduce benefits for people with 
an AIME higher than about $3,100, or approximately 
$37,000 in annual indexed earnings. 


RELATED OPTIONS: Mandatory Spending, “Raise the Full Retirement Age for Social Security” (page 101), “Link Initial Social Security 
Benefits to Average Prices Instead of Average Earnings” (page 97) 

RELATED CBO PUBLICATIONS: CBO's 2016Long-Term Projections for Social Security: Additional Information (December 2016), 
www.cbo.gov/publication/52298; Social Security Policy Options, 2015 (December 2015), www.cbo.gov/publication/51011 
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Mandatory Spending—Option 31 

Function 650 

Raise the Full Retirement Age for Social Security 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

0 

0 

0 

-0.2 

-0.9 

-2.2 

-4.5 

-7.6 

-12.8 

-0.2 -28.2 


This option would take effect in January 2023. 

Background 

The age at which workers become eligible for full retire¬ 
ment benefits from Social Security—the full retire¬ 
ment age (FRA), also called the normal retirement 
age—depends on their year of birth. For workers born 
in 1937 or earlier, the FRA was 65. It increased in two- 
month increments for each successive birth year until it 
reached 66 for workers born in 1943. For workers born 
between 1944 and 1954, the FRA holds at 66, but it then 
increases again in two-month increments and reaches 
age 67 for workers born in 1960 or later. As a result, the 
FRA is 67 for workers who turn 62 in 2022 or later. The 
earliest age at which workers may start to receive reduced 
retirement benefits will remain 62; however, benefit 
reductions at that age will be larger for workers whose 
FRA is higher. For example, workers born in 1954 (whose 
FRA is 66) will receive a permanent 25 percent reduction 
in their monthly benefit amount if they claim benefits at 
age 62 rather than at their FRA, whereas workers born in 
I960 (whose FRA is 67) will receive a 30 percent reduc¬ 
tion if they claim benefits at 62. 

Option 

Under this option, the FRA would continue to increase 
from age 67 by two months per birth year beginning 
with workers turning 62 in 2023, until it reached age 
70 for workers born in 1978 or later (who will turn 
62 beginning in 2040). As under current law, workers 
could still choose to begin receiving reduced benefits at 
age 62, but the reduction in their initial monthly benefit 
would be larger, reaching 45 percent when the FRA is 
70. This option would not reduce the benefits for work¬ 
ers who qualify for Social Security Disability Insurance 
(DI). 

An increase in the FRA would reduce lifetime benefits for 
every affected Social Security recipient, regardless of the age 
at which a person claims benefits. Workers could maintain 
the same monthly benefit by claiming benefits at a later 
age, but then they would receive benefits for fewer years. 


Effects on the Budget 

This option would shrink federal outlays by $28 bil¬ 
lion through 2028, the Congressional Budget Office 
estimates. By 2048, the option would reduce Social 
Security outlays from what would occur under current 
law by 8 percent; when measured as a percentage of total 
economic output, the reduction would be about 0.5 
percentage points because outlays would fall from 6.3 
percent to 5.8 percent of gross domestic product. 

CBO’s estimates reflect the projected age distribution of 
future beneficiaries and the benefit reductions that would 
occur at each claim age under this option. Savings would 
increase each year both because more beneficiaries would 
be subject to the higher FRA and because the reduction 
would be greater for each additional birth cohort of ben¬ 
eficiaries up to the 1978 cohort. Ffowever, overall savings 
could differ from the estimates shown here because of 
unexpected changes in the timing of benefit claiming. 

Because many workers retire at the FRA, CBO estimates 
that increasing that age would result in some beneficia¬ 
ries’ working longer and claiming Social Security benefits 
later than they would under current law. The magnitude 
of that estimated effect is consistent with the change 
in claiming behavior that occurred after the FRA had 
increased from age 65 to age 66. (Ffowever, the esti¬ 
mates shown here do not include the budgetary effects 
of an increase in the overall supply of labor.) As the FRA 
increased to age 70 under this option, it is uncertain 
whether workers would continue to respond by working 
as many additional months as they did when the FRA 
increased to age 66. 

Because the reduced benefits would create an incentive 
for workers to apply for DI benefits, which would not be 
affected by this option, the estimates shown here reflect 
the higher resulting applications and awards for the DI 
program. For example, under current law, workers who 
retire at age 62 in 2048 will receive 70 percent of their 
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primary insurance amount (what they would have received 
had they claimed benefits at their FRA); if they qualify for 
DI benefits, however, they will receive the full amount. 
Under this option, workers who retired at 62 in 2048 
would receive only 55 percent of their primary insurance 
amount, but they would still receive 100 percent if they 
qualified for DI benefits. As a result, CBO estimates, 
the total benefits for the DI program in 2048 would be 
slightly higher under this option relative to the total bene¬ 
fits under current law. 

To achieve additional savings, the FRA could be 
increased more quickly or could continue beyond age 
70. A one-year increase in the FRA would be equivalent 
to a reduction in the monthly benefit of about 6 percent 
to 8 percent, depending on the age at which a recipient 
chose to claim benefits and the recipient’s FRA. For 
claims before the FRA, benefits would be reduced 5/9 
of a percent for each of the first 36 months before the 
FRA. For example, if workers claimed benefits three 
years before the FRA, their benefits would be reduced 
by 20 percent. For claims more than three years before 
the FRA, benefits would be further reduced by 5/12 of a 
percent for each additional month, or 5 percent per year. 
For example, if workers claimed benefits five years before 
the FRA, their benefits would be reduced by 30 percent. 
(Conversely, for workers who claimed benefits after their 
FRA, the benefits ould be increased by 8/12 of a percent 
per month because of delayed retirement credits.) 

Some proposals to increase the FRA also would increase 
the earliest eligibility age (EEA)—when participants may 
first claim retirement benefits—from 62. Increasing the 
EEA together with the FRA would cause federal spend¬ 
ing to be lower in the first few decades fter implemen¬ 
tation and higher in later decades than if only the FRA 
was increased. A higher EEA would prevent some people 
from claiming any Social Security benefits in the year 
in which they would first become eligible under current 
law; however, those people’s monthly benefits would be 


higher when they ultimately became eligible for benefits 
under the higher EEA. 

Other Effects 

An argument for this option is that people who turn 65 
today will, on average, live significantly longer and col¬ 
lect Social Security benefits for more years than retirees 
did in the past, increasing their average lifetime Social 
Security benefits. In 1940, life expectancy at 65—the 
number of additional years a person was expected to 
live after reaching that age—was 11.9 years for men and 
13.4 years for women. Since that time, life expectancy 
at 65 has risen by more than six years, to 18.2 years for 
men and 20.7 years for women. Therefore, a commit¬ 
ment to provide retired workers with a certain monthly 
benefit beginning at age 65 today is significantly more 
costly than that same commitment made to recipients 
in 1940. However, the gains in life expectancy have 
not been uniform: In recent decades, life expectancy 
has generally increased more quickly for beneficiaries 
with higher lifetime earnings, who receive higher Social 
Security benefits. 

An argument against this option is that it would increase 
the incentive for workers nearing retirement to stop 
working and apply for DI benefits. To eliminate that 
added incentive to apply for disability benefits, policy¬ 
makers could narrow the difference in benefit amounts 
by also reducing scheduled disability payments. 

In addition, increasing only the FRA would increase 
the risk of poverty at older ages for people who did not 
respond to the increase in the FRA by delaying the age at 
which they claimed benefits or by applying for DI bene¬ 
fits. If the option was accompanied by an increase in the 
EEA, poverty at older ages would be reduced. However, 
for people who depended on retirement benefits at age 
62, increasing the EEA would cause financial hardship, 
even if the total lifetime value of their benefits would be 
generally unchanged. 


RELATED OPTIONS: Mandatory Spending, “Raise the Age of Eligibility for Medicare to 67” (page 68), “Link Initial Social Security Benefits 
to Average Prices Instead of Average Earnings” (page 97), “Make Social Security’s Benefit Structure More Progressive” (page 99), 
“Eliminate Eligibility for Starting Social Security Disability Benebts at Age 62 or Later” (page 105) 

RELATED CBO PUBLICATIONS: Social Security Policy Options, 2015 (December 2015), wwwxbo.govy'publication/51011 ; Policy Options 
for the Social Security Disability Insurance Program (July 2012), www.cbo.gov/Jniblication/43421 ; Raising the Ages of Eligibilityfor 
Medicare and Social Security (January 2012), www.cbo.gov/publication/42683; “Raise the Earliest Eligibility Age for Social Security,” in 
Reducing the Deficit: Spending and Revenue Options (March 2011), www.cbo.gov/publication/22043; Jae Song and Joyce Manchester, 
Have People Delayed Claiming Retirement Benefits? Responses to Changes in Social Security Rules, Working Paper 2008-04 
(May 2008), www.cbo.gov/publication/19575 
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Mandatory Spending—Option 32 Function 650 

Require Social Security Disability Insurance Applicants to Have Worked More in Recent Years 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

-0.7 

-1.8 

-3.0 

-4.3 

-5.5 

-6.8 

-8.1 

-9.3 

-10.5 

-9.7 -50.0 


This option would take effect in January 2020. 

Background 

To be eligible for benefits under Social Security 
Disability Insurance (DI), disabled workers must gen¬ 
erally have worked 5 of the past 10 years. Specifically, 
workers over age 30 must have earned at least 20 quar¬ 
ters of coverage in the past 10 years. (In this option, 
the 10-year time frame is referred to as the look-back 
period.) In calendar year 2018, a worker receives one 
quarter of coverage, the basic unit for determining cover¬ 
age under Social Security, for each $1,320 earned during 
the year, up to four quarters; the amount of earnings 
required for a quarter of coverage generally increases 
annually with average wages in the economy. 

Option 

This option would raise the share of recent years that 
disabled workers must have worked while shortening 
the look-back period. It would require disabled workers 
older than 30 to have earned 16 quarters of coverage in 
the past 6 years—usually equivalent to working 4 of the 
past 6 years. That change in policy would apply to people 
seeking benefits in 2020 and later and would not affect 
blind applicants, who are exempt from the recency-of- 
work requirement. 

Effects on the Budget 

The Congressional Budget Office estimates that the 
option would lower federal outlays for Social Security by 
$50 billion from 2020 through 2028. Based on admin¬ 
istrative data from the Social Security Administration, 
CBO estimates that about 13 percent of those who 
would receive new disability awards each year under 
current law would not meet the work requirement 
under this option. CBO estimates that a quarter of those 
affected by the option would be able to earn enough 
additional quarters of coverage to later qualify for DI 
benefits under the new standard. Incorporating that 
effect, this option would reduce the number of workers 
who received DI benefits by 6 percent, or about 600,000 
people, in 2028, CBO estimates. 


Most of the people affected by the option would eventu¬ 
ally claim retirement benefits at age 62, but at a reduced 
rate, because they would be claiming benefits earlier than 
their full retirement age. (Benefits for retired workers 
who claim benefits before their full retirement age are 
reduced by up to 30 percent depending on their birth 
cohort and the age at which they claim benefits.) CBO’s 
estimates of budgetary savings from the option over 
a 10-year period reflect the net result of a $57 billion 
reduction in DI outlays and a $7 billion increase in 
Social Security retirement benefits relative to amounts 
under current law. 

Budgetary savings from this option would increase as a 
share of total Social Security benefits for several decades 
as fewer workers received DI benefits each year. However, 
the overall savings would remain small, and, in 2048, 
outlays for Social Security would be about 1 percent 
lower than under current law. 

Several sources of uncertainty could affect the overall 
savings from this option. The share of affected workers 
who would be able to work longer and still qualify for 
DI benefits under the option could be higher or lower 
than anticipated, as could the difference between those 
workers’ benefits and the average DI benefit. For exam¬ 
ple, if those affected workers had benefits that were 
higher than the average, the budgetary savings from this 
option would be lower. 

In addition, it is uncertain how the option would affect 
spending for other federal programs—such as Medicare, 
Medicaid, and Supplemental Security Income (SSI)—or 
spending on subsidies for health insurance purchased 
through marketplaces. Through 2028, those effects 
would reduce the savings slightly. On one hand, disabled 
workers who would no longer qualify for DI under this 
option would lose their eligibility for Medicare until age 
65, thus reducing spending for Medicare. On the other 
hand, some disabled workers who lose DI and Medicare 
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benefits under this option would become eligible for 
SSI, Medicaid, or health insurance subsidies, increas¬ 
ing spending for those programs. Uncertainty about 
those effects grows over time, in part because of grow¬ 
ing uncertainty about health care costs under different 
federal programs. The estimates presented here do not 
account for changes in spending for those other federal 
programs. 

An alternative approach could raise the number of recent 
years that disabled workers must have worked while 
lengthening the look-back period by requiring workers 
to have worked 8 of the past 12 years. That approach 
would result in similar budgetary effects. Such an adjust¬ 
ment would help people who had worked consistently 
in the past but who had been unable to find work in the 
years immediately before they became disabled. 

Other Effects 

An argument in favor of this option is that it would 
better target benefits toward people who do not work 


because of a recent disability; however, whether that is 
actually the case is difficult to determine. Under current 
law, people who have not been in the labor force for five 
years can qualify for disability benefits. By comparison, 
this option would only allow people who were out of the 
labor force for two years or less to qualify for benefits. 

A reason to keep the existing work provision is that the 
option could penalize some people who would have been 
working were they not disabled. For example, some peo¬ 
ple might leave the workforce for more than two years to 
care for children or pursue additional education and then 
become disabled while out of the workforce or shortly 
after returning to work. Those people could qualify for 
disability benefits under current law but would not qual¬ 
ify under this option. Similarly, some people who were 
in the labor force but unable to find work for over two 
years before becoming disabled would become ineligible 
for benefits under the option. 


RELATED OPTION: Mandatory Spending, “Eliminate Eligibility for Starting Social Security Disability Benefits at Age 62 or Later” (page 105) 

RELATED CBO PUBLICATIONS: Social Security Disability Insurance: Participation and Spending (June 2016), www.cbo.gov/ 
publication/51443; Social Security Policy Options, 2015 (December 2015), www.cbo.gov/publication/51011 ; Policy Options for the Social 
Security Disability Insurance Program (July 2012), www.cbo.gov/publication/43421 
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Mandatory Spending—Option 33 Function 650 

Eliminate Eligibility for Starting Social Security Disability Benefits at Age 62 or Later 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

-0.2 

-0.5 

-1.0 

-1.5 

-2.1 

-2.7 

-3.3 

-4.0 

-4.7 

-3.1 -19.9 


This option would take effect in January 2020. 

Background 

Under current law, people are eligible for Social Security 
Disability Insurance (DI) until they reach full retirement 
age—currently 66 years and 4 months for workers who 
turn 62 in 2018. The full retirement age is scheduled 
to rise gradually, starting at 66 years and 6 months for 
workers born in 1957 (who will turn 62 in 2019) and 
eventually reaching 67 for people born in 1960 or later 
(the oldest of whom will turn 62 in 2022). Workers who 
claim retirement benefits after turning 62 and before 
their full retirement age receive lower benefits for as long 
as they live. By contrast, workers who claim DI bene¬ 
fits before their full retirement age are not subject to a 
reduction in DI benefits. When those workers reach their 
full retirement age, their DI benefits are automatically 
converted to full retirement benefits, and the benefit 
amount remains the same. 

That difference in benefits encourages some people 
between age 62 and their full retirement age to apply 
for DI when they apply for Social Security retirement 
benefits. If their DI application is approved, they receive 
higher benefits for the rest of their life than if they had 
applied only for retirement benefits. (Some people claim 
retirement benefits during the five-month waiting period 
that the DI program imposes on applicants. If they 
receive retirement benefits during the waiting period and 
then are approved for the DI program, their monthly 
DI benefits and future retirement benefits are reduced 
a little. For example, if they receive retirement benefits 
for the full five months, their future DI and retirement 
benefits are generally reduced by 2 percent.) 

Option 

Under this option, workers would not be allowed to 
apply for DI benefits after their 62nd birthday nor to 
receive DI benefits for a qualifying disability that begins 
after that date. Under such a policy, individuals who 
would have become eligible for DI benefits at age 62 or 


later under current law would instead have to claim 
retirement benefits if they wanted to receive Social 
Security benefits based on their own earnings. Benefits 
for those people over their lifetime would be as much 
as 30 percent lower than the DI and retirement benefits 
they are scheduled to receive under current law. (The 
actual reduction in lifetime benefits would depend on 
their year of birth and the age at which they claimed 
retirement benefits.) Workers who would have become 
eligible for DI benefits based on a disability that began 
before age 62 would not be affected by this option. 

Effects on the Budget 

The option would reduce federal outlays for Social 
Security by $20 billion between 2020 and 2028, the 
Congressional Budget Office estimates. Based on data 
from the Social Security Administration, CBO estimates 
that, under current law, about 11 percent of new dis¬ 
ability awards each year would be made to people who, 
after their 62nd birthday, applied for DI or experienced 
the onset of a qualifying disability. CBO estimates that 
in 2028 this option would affect about 730,000 peo¬ 
ple who would have received disability benefits under 
current law. Under the option, those people are projected 
to instead collect retirement benefits, which would be up 
to 30 percent lower than the disability benefits because 
they would be claiming benefits earlier than their full 
retirement age. CBO’s estimates of the budgetary savings 
from the option reflect the net result of an $85 billion 
reduction in DI outlays and a $65 billion increase in 
Social Security retirement benefits as people shifted from 
the DI program to the retirement program. The estimate 
accounts for factors such as the distribution of average 
benefits by age, which depends on projected earnings, 
as well as the delay between disability onset and benefit 
receipt. 

Budgetary savings from this option increase over time 
as more workers become affected by the new eligibility 
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rules; however, the overall savings remain relatively small. 
By 2048, Social Security outlays (including both DI and 
retirement benefits) would be reduced by less than 1 per¬ 
cent from what they would be under current law. 

Uncertainty about the effects of the option on other 
federal spending and on people’s behavior could cause 
the savings from the option to be higher or lower than 
estimated. First, it is uncertain how the option would 
affect spending for other federal programs—such as 
Medicare, Medicaid, and Supplemental Security Income 
(SSI)—as well as spending on subsidies for health insur¬ 
ance purchased through marketplaces. Through 2028, 
those effects would reduce the savings slightly. On the 
one hand, disabled workers older than 62 would lose 
their eligibility for Medicare until age 65, thus reducing 
spending for Medicare. On the other hand, some dis¬ 
abled workers who lose DI and Medicare benefits under 
this option would become eligible for SSI, Medicaid, or 
health insurance subsidies, increasing spending for those 
programs. Uncertainty about those effects grows over 
time, in particular because of growing uncertainty about 
health care costs under different federal programs. The 
estimates presented here do not account for changes in 
spending for those other federal programs. 

The second important source of uncertainty is how 
older people’s participation in the labor force and the 
timing of benefit claiming would change in response to 
this option. On the one hand, the option would induce 
some people to work longer than they would under 
current law: Although DI benefits are available only to 
people judged unable to perform substantial work, some 
people could find employment that would accommo¬ 
date their disabilities. If DI benefits were not available, 


those people would work longer and claim benefits later 
than they would under current law. On the other hand, 
the option would induce some people planning to work 
until age 62 or later to leave the labor force at age 61 so 
that they could apply for DI benefits. The estimates 
presented here do not include the effects of those factors, 
whose magnitudes are uncertain. 

Other Effects 

An argument for this option is that it eliminates the 
incentive for people applying for retirement benefits to 
apply for disability benefits at the same time in hopes of 
securing a financial advantage. Moreover, workers who 
became disabled between age 62 and the full retirement 
age would still have access to Social Security retirement 
benefits, although those benefits would be smaller than 
the disability benefits available under current law. 

An argument against this option is that it would sub¬ 
stantially reduce the support available to older people 
who, under current law, would be judged too disabled 
to perform substantial work. Those people would have 
received significantly lower benefits from Social Security 
if they had been ineligible for DI and had applied for 
retirement benefits before reaching the full retirement 
age. In addition, some people would have lost coverage 
through Medicare because that program’s benefits are 
generally not available to people under age 65, whereas 
most recipients of DI become entitled to Medicare bene¬ 
fits 24 months after their DI benefits begin. In addition, 
DI beneficiaries typically have lower life expectancy than 
non-DI beneficiaries, resulting in their receiving benefits 
for fewer years. This option would further reduce the 
amount of benefits they receive over a lifetime. 


RELATED OPTIONS: Mandatory Spending, “Raise the Full Retirement Age for Social Security” (page 101), “Require Social Security 
Disability Insurance Applicants to Have Worked More in Recent Years” (page 103) 

RELATED CBO PUBLICATIONS: Social Security Disability Insurance: Participation and Spending (June 2016), www.cbo.gov/publication/ 
51443; Policy Options for the Social Security Disability Insurance Program (July 2012), www.cbo.gov/publication/43421 ; Supplemental 
Security Income: An Overview (December 2012), www.cbo.gov/publication/43759 
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Mandatory Spending—Option 34 Function 700 

Narrow Eligibility for Veterans’ Disability Compensation by Excluding Certain Disabilities 
Unrelated to Military Duties 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Exclude certain disabilities from 
veterans’ disability compensation 

0 

-2.4 

-3.3 

-3.5 

-3.6 

-3.7 

-3.9 

-4.0 

-4.2 

-4.4 

-12.7 

-33.0 

Exclude certain disabilities from 
veterans’ disability compensation 
for new applicants 

0 

* 

-0.1 

-0.2 

-0.3 

-0.4 

-0.5 

-0.6 

-0.7 

-0.8 

-0.7 

-3. 6 


This option would take effect in January 2020. 

* = between -$50 million and zero 

Background 

Veterans may receive disability compensation from the 
Department of Veterans Affairs (VA) for medical condi¬ 
tions or injuries that occurred or worsened during active- 
duty military service. Such service-connected disabilities 
range widely in severity and type, from migraines and 
treatable hypertension to the loss of limbs. VA also pro¬ 
vides dependency and indemnity compensation (DIC)— 
payments to surviving spouses or children of a veteran 
who died from a service-related injury or disease. The 
Department of Defense (DoD) has a separate compensa¬ 
tion system for service members who can no longer fulfill 
their military duties because of a disability. 

Not all service-connected medical conditions and injuries 
are incurred or exacerbated in the performance of mili¬ 
tary duties. For example, a qualifying injury could occur 
when a service member was at home or on leave, and a 
qualifying medical condition, such as Parkinson’s disease, 
could develop independently of a service member’s mili¬ 
tary duties. In 2017, VA paid a total of $2.7 billion, the 
Congressional Budget Office (CBO) estimates, to com¬ 
pensate for seven medical conditions that, according to 
the Government Accountability Office (GAO), military 
service is unlikely to cause or aggravate. Those conditions 
are arteriosclerotic heart disease, chronic obstructive pul¬ 
monary disease, Crohn’s disease, hemorrhoids, multiple 
sclerosis, osteoarthritis, and uterine fibroids. There were 
758,085 instances of those conditions in 2017. 


Option 

Beginning in January 2020, this option would cease 
veterans’ disability compensation for the seven medical 
conditions GAO identified. Under the option’s first alter¬ 
native, veterans now receiving compensation for those 
conditions would have their compensation reduced or 
eliminated, and veterans who applied for compensation 
for those conditions in the future would not be eligible 
for it. The second alternative would affect only new 
applicants for disability compensation. The option would 
not alter DoD’s disability compensation system. 

Effects on the Budget 

By CBO’s estimates, the savings from the first alterna¬ 
tive, in which VA would no longer make payments to 
all veterans for the seven medical conditions, would be 
$33 billion between 2020 and 2028. Most of the savings 
would result from curtailing payments to current recip¬ 
ients of disability compensation. In 2020, VA would no 
longer provide compensation for about 846,000 cases 
of those seven conditions, CBO estimates. That num¬ 
ber would rise to 976,000 cases in 2028. (The number 
of veterans affected by the option would be fewer than 
the number of cases because some veterans would have 
more than one of the seven conditions.) In addition, 
CBO estimates that veterans’ loss of eligibility for the 
seven conditions would result in fewer cases of DIC. The 
option would result in about 1,200 fewer of those cases 
in 2028, CBO estimates. 
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Savings from the second alternative, in which only new 
applicants for disability compensation would be ineligi¬ 
ble to receive payments for the seven conditions, would 
be about $4 billion over the 2020-2028 period, CBO 
estimates. The number of cases for which VA would not 
provide compensation would increase from 15,000 in 
2020 to approximately 225,000 by 2028. 

The largest source of uncertainty in estimating the sav¬ 
ings from this option is the estimate of the population 
receiving benefit payments for each of the seven condi¬ 
tions. CBO projects the number of veterans receiving 
payments for those conditions on the basis of historical 
information on the number of veterans receiving a 
disability rating for such conditions, the growth of the 
overall disability compensation program, the mortality 
rate of the disability compensation population, and other 
factors. Savings per veteran are estimated by calculating 


the average rating and payment for each of the seven 
conditions and reducing the veteran’s payment by a cor¬ 
responding amount. 

Other Effects 

An argument in support of this option is that it would 
make the disability compensation system for military 
veterans more comparable to civilian systems. Few 
civilian employers offer long-term disability benefits, and 
among those that do, benefits do not typically compen¬ 
sate individuals for all medical problems that developed 
during employment. 

An argument against this option is that veterans’ com¬ 
pensation could be viewed as a lifetime indemnification 
the federal government owes to people who become 
disabled to any degree during service in the armed forces. 


RELATED OPTION: Mandatory Spending, “End VA’s Individual Unemployability Payments to Disabled Veterans at the Full Retirement Age 
for Social Security” (page 109) 

RELATED CBO PUBLICATION: Veterans' Disability Compensation: Trends and Policy Options (August 2014), www.cbo.gov/ 
publication/45615 
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Mandatory Spending—Option 35 Function 700 

End VA’s Individual Unemployability Payments to Disabled Veterans at the 
Full Retirement Age for Social Security 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 












End IU payments to all veterans age 

67 or older 

0 

-2.8 

-4.0 

-4.4 

-4.9 

-5.4 

-5.8 

-6.3 

-6.8 

-7.2 

-16.1 -47.6 

End IU payments to all veterans 
age 67 or older who would begin 
receiving IU after December 2019 

0 

-0.1 

-0.2 

-0.4 

-0.5 

-0.7 

-0.9 

-1.1 

-1.3 

-1.5 

-1.2 -6.7 


This option would take effect in January 2020. 
IU = Individual Unemployability. 


Background 

In 2017, 4.5 million veterans with medical conditions 
or injuries that were incurred or that worsened during 
active-duty service received disability compensation from 
the Department of Veterans Affairs (VA). The amount 
of compensation such veterans receive depends on the 
severity of their disabilities (which are rated between 
zero and 100 percent in increments of 10), the number 
of their dependents, and other factors—but not on their 
income or civilian employment history. 

In addition, VA may increase certain veterans’ disability 
compensation to the 100 percent level, even though VA 
has not rated their service-connected disabilities at that 
level. To receive the supplement, termed an Individual 
Unemployability (IU) payment, disabled veterans must 
apply for the benefit and meet two criteria. First, veterans 
generally must be rated between 60 percent and 90 per¬ 
cent disabled. Second, VA must determine that veterans’ 
disabilities prevent them from maintaining substantially 
gainful employment—for instance, if their employment 
earnings would keep them below the poverty threshold 
for one person. In 2017, for veterans who received the 
supplement, it boosted their monthly VA disability pay¬ 
ment by an average of about $1,200. In September 2017, 
about 380,000 veterans received IU payments. Of those 
veterans, the Congressional Budget Office estimates, 
about 180,000 were age 67 or older. That age group has 
been the largest driver of growth in the program. 


VA’s regulations require that IU benefits be based 
on a veteran’s inability to maintain substantially 
gainful employment because of the severity of a 
service-connected disability and not because of age, vol¬ 
untary withdrawal from work, or other factors. About 48 
percent of veterans receiving the IU supplement were 67 
or older in September 2017, up from about 40 percent 
in September 2010. That rise is attributed largely to the 
aging of Vietnam War veterans. 

Option 

This option consists of two alternatives, both beginning 
in January 2020. Under the first alternative, VA would 
stop making IU payments to veterans age 67 or older 
(the full retirement age for Social Security benefits for 
those born after 1959). That restriction would apply to 
both current and prospective recipients. Therefore, at age 
67, VA disability payments would revert to the amount 
associated with the rated disability level. 

Under the second alternative, veterans who begin receiv¬ 
ing the IU supplement after January 2020 would no 
longer receive those payments once they reach age 67. 

In addition, no new applicants who are age 67 or older 
would be eligible for IU benefits after that date. Unlike 
under the first alternative, veterans who are already 
receiving IU payments and are age 67 or older after the 
effective date of the option would continue to collect the 
IU supplement. 
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Effects on the Budget 

By CBO’s estimates, the savings from the first alterna¬ 
tive, in which veterans age 67 or older may no longer 
collect the IU supplement, would be $48 billion between 
2020 and 2028. That reduction in spending is the result 
of a decrease in the number of veterans who would 
qualify for the supplement. CBO estimates that the 
number of veterans who would no longer receive or qual¬ 
ify for the IU supplement would total nearly 235,000 in 
2020. That number would increase to 382,000 veterans 
in 2028, with savings totaling $7 billion in that year. 
Disability payments for those who lost eligibility would 
be reduced by an average of $1,300 per month in 2020, 
increasing to $1,600 by 2028. 

The savings from the second alternative, which would 
end IU payments to new recipients and bar applications 
from veterans who are age 67 or older after the effec¬ 
tive date of the option, would total $7 billion between 
2020 and 2028. The number of veterans who would not 
collect IU payments under this alternative grows from 
8,300 in 2020 to 83,000 in 2028. The savings from 
this alternative equal $2 billion in that final year of the 
projection period. 

CBO projects the number of veterans receiving the IU 
supplement on the basis of past growth in the number 
of new recipients (by age) and adjusts that number to 
account for the morbidity of beneficiaries and other fac¬ 
tors, such as the backlog of disability cases to be decided. 
For IU recipients who would no longer receive the sup¬ 
plement under this option, CBO determines per-veteran 
savings by reducing the payment amount to a level that 
corresponds to the veteran’s overall disability rating. 

CBO estimates that rating on the basis of historical data 
on IU recipients and anticipated changes in the distribu¬ 
tion of their ratings. The largest sources of uncertainty in 


the estimate of savings over the next 10 years are CBO’s 
estimates of the number of participants who would 
be affected by the option and of the disability ratings 
of those affected. Changes in policy, such as increased 
efforts by VA and private organizations to inform vet¬ 
erans about this benefit or the level of assistance given 
by those entities in developing a claim, may affect the 
number of applicants with fully developed claims, and 
consequently contribute to uncertainty regarding the sav¬ 
ings from this option. 

Other Effects 

One argument for this option is that most veterans 
older than Social Security’s full retirement age would 
not be in the labor force because of their age, so their 
lack of earnings would probably not be attributable to 
service-connected disabilities. In 2017, about 35 percent 
of men ages 65 to 69 were in the labor force; for men 
age 75 or older, that number dropped to about 10 per¬ 
cent. In addition, most recipients of IU payments who 
are older than 65 would have other sources of income: 
They would continue to receive regular YA disability 
payments and might also collect Social Security benefits. 
(Recipients of the IU supplement typically begin collect¬ 
ing it in their 60s and probably have worked enough in 
prior years to earn Social Security benefits.) 

An argument for retaining the current policy is that IU 
payments should be determined solely on the basis of a 
veteran’s ability to work due to his or her disabilities and 
that age should not be a factor in deciding a claim. In 
addition, replacing the income from the IU supplement 
would be hard or impossible for some disabled veterans. 
If they had been out of the workforce for a long time, 
their Social Security benefits might be small, and they 
might not have accumulated much in personal savings. 


RELATED OPTIONS: Mandatory Spending, “Narrow Eligibility for Veterans’ Disability Compensation by Excluding Certain Disabilities 
Unrelated to Military Duties” (page 107), “Narrow Eligibility for VA’s Disability Compensation by Excluding Veterans With Low Disability 
Ratings” (page 113) 

RELATED CBO PUBLICATION: Veterans' Disability Compensation: Trends and Policy Options (August 2014), www.cbo.gov/ 
publication/45615 
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Mandatory Spending—Option 36 Function 700 

Reduce VA’s Disability Benefits to Veterans Who Are Older Than the Full Retirement Age for Social Security 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

0 

-0.2 

-0.4 

-0.7 

-0.9 

-1.1 

-1.4 

-1.7 

-1.9 

-2.2 

-2.2 -10.5 


This option would take effect in January 2020. 

Background 

In 2017, 4.5 million veterans with medical conditions 
or injuries that occurred or worsened during active- 
duty service received disability compensation from the 
Department of Veterans Affairs (VA). Service-connected 
disabilities vary widely in severity and type: Some 
examples are the loss of a limb, migraines, and hyperten¬ 
sion. The amount of base compensation veterans receive 
depends on the severity of their disabilities (which are 
rated between zero and 100 percent in increments of 10). 
In calendar year 2018, base compensation rates gener¬ 
ally ranged from $135 to $2,975 per month. Additional 
compensation may be awarded to veterans based on 
the number of their dependents and other factors. By 
law, VA’s disability payments are intended to offset the 
average earnings that veterans would be expected to lose 
given the severity of their service-connected medical con¬ 
ditions or injuries, whether or not a particular veteran’s 
condition actually reduced his or her earnings. Disability 
compensation is not means-tested: Veterans who work 
are eligible for benefits, and, in fact, most working-age 
veterans who receive such compensation are employed. 
(In contrast, Social Security Disability Insurance pays 
cash benefits to adults who are judged to be unable to 
perform “substantial” work because of a disability, and 
they eventually lose the benefits if they return to work 
and earn more than the program’s limit on earnings—for 
most beneficiaries, $1,180 a month in calendar year 
2018. Those Social Security disability benefits are based 
on previous earnings and usually replace wages and sala¬ 
ries on less than a one-to-one basis.) 

Even after veterans reach full retirement age, VA’s dis¬ 
ability payments continue at the same level. By contrast, 
the income that people receive after they retire (from 
Social Security or private pensions) usually is less than 
their earnings from wages and salary before retirement. 
For instance, the ratio of benefits from Social Security 
to average lifetime earnings is usually much less than 1 


to 1. For workers who have earned relatively low wages 
over their career, the ratio is around one-half; for high¬ 
er-income workers, it is around one-quarter or less. As 
a consequence, once veterans reach retirement age, the 
combination of their VA disability payments and Social 
Security benefits may be more than the income of com¬ 
parable veterans without a service-connected disability. 

In 2016, about 87 percent of veterans who received VA’s 
disability compensation and who were age 67 or older 
were out of the labor market. 

Option 

Under this option, VA would reduce disability com¬ 
pensation payments to veterans by 30 percent at age 67 
for all veterans who begin receiving those benefits after 
January 2020. (Social Security’s full retirement age varies 
depending on beneficiaries’ birth year; this option uses 
age 67, which is the full retirement age for people born 
after 1959.) Social Security and pension benefits would 
be unaffected by this option. Veterans who are already 
collecting disability compensation as of January 2020 
would see no reduction in their VA disability benefits 
when they reach age 67. 

Effects on the Budget 

By the Congressional Budget Office’s estimates, the 
savings from this option would be about $ 11 billion 
between 2020 and 2028. CBO estimates that the num¬ 
ber of veterans age 67 and older who would no longer 
receive their full preretirement disability compensation 
from VA would increase from 60,000 in 2020 to about 
470,000 in 2028. On average, veterans’ benefit would be 
reduced by about $320 per month in 2020, increasing to 
a reduction of $385 per month in 2028. 

The largest source of uncertainty in the estimate of 
savings over the next 10 years involves determining 
the number of new disability beneficiaries who will 
be 67 after January 2020. The number of veterans age 
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67 and older who receive disability compensation has 
increased in the past decade as Vietnam veterans have 
aged. CBO projects that the number of new recipients 
age 67 and older will decline in the coming years as 
the share of the veterans’ population in that age group 
falls. However, the health of the veteran population also 
affects the number of older veterans on the rolls, as do 
outreach efforts by VA and others to inform veterans 
about the benefit and other factors. 

Other Effects 

Because earnings from wages and salaries typically 
decline when people retire, this option would better align 
veterans’ benefits with the loss in income after retirement 
that is typical of the general population. 

An argument against this option is that it would reduce 
the support available to disabled veterans. If they had 


been out of the workforce for a long time, their Social 
Security benefits might be small, and they might not 
have accumulated much personal savings. In addition, 
VA’s disability payments may be considered compensa¬ 
tion owed to veterans—particularly combat veterans— 
because they faced special risks and became disabled in 
the course of their military service. 

The reduction in VA’s disability benefit could affect older 
veterans’ participation in the labor force and the age at 
which they would begin claiming Social Security bene¬ 
fits. This option might induce some older veterans with 
disabilities to remain in the labor force longer or work 
more hours than they would have under the current 
system in order to preserve their income; some veterans, 
however, would not be able to maintain employment 
that would accommodate their disabilities as they age. 


RELATED OPTION: Mandatory Spending, “End VA’s Individual Unemployability Payments to Disabled Veterans at the Full Retirement Age 
for Social Security” (page 109) 

RELATED CBO PUBLICATION: Veterans' Disability Compensation: Trends and Policy Options (August 2014), www.cbo.gov/ 
publication/45615 
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Mandatory Spending—Option 37 Function 700 

Narrow Eligibility for VA’s Disability Compensation by Excluding Veterans With Low Disability Ratings 


Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Outlays 

Provide disability compensation 
only for veterans with disability 
ratings of 30 percent or higher 

0 

-2.5 

-3.6 

-3.9 

-4.1 

-4.3 

-4.5 

-4.5 

-5.0 

-5.2 

-14.1 

-37.9 

Provide disability compensation only 
for new applicants with disability 
ratings of 30 percent or higher 

0 

-0.6 

-0.2 

-0.4 

-0.5 

-0.7 

-0.8 

-1.0 

-1.1 

-1.3 

-1.2 

-6.2 


This option would take effect in January 2020. 

Background 

In 2017, 4.5 million veterans with medical conditions 
or injuries that were incurred or that worsened during 
active-duty service received disability compensation 
from the Department of Veterans Affairs (VA). Such 
service-connected disabilities range widely in severity and 
type, from migraines and treatable hypertension to the 
loss of limbs. The base amount of compensation veter¬ 
ans receive depends on the severity of their disabilities, 
which are rated between zero and 100 percent in incre¬ 
ments of 10; a 100 percent rating means that veterans 
are considered totally disabled and probably unable 
to support themselves financially. The most common 
rating is 10 percent. In 2018, base compensation rates 
generally ranged from about $140 to $3,000 per month. 
Additional compensation may be awarded based on the 
presence of dependents and other factors. The amount of 
compensation is intended to offset the average amount 
of income veterans lose as a result of the severity of their 
service-connected medical conditions or injuries. 

Option 

Under this option’s first alternative, VA would narrow 
eligibility for compensation to veterans with disability 
ratings of 30 percent or higher. The second alternative 
would impose the same limits on eligibility, but it would 
only affect new applicants for disability compensation. 

Effects on the Budget 

By the Congressional Budget Office’s estimates, the 
savings from the first alternative, in which current and 
future recipients would be ineligible for payments for 
disability ratings of less than 30 percent, would be 


$38 billion over the 2020-2028 period. In 2017, about 
1.3 million veterans received compensation for a rating 
of less than 30 percent. Under current law, that number 
is projected to rise to 1.5 million in 2020 and then to 1.9 
million by 2028. Under the first alternative, VA would 
discontinue compensation for those veterans. 

Savings from the second alternative, in which VA would 
no longer make payments for future cases in which 
veterans’ disability rating was less than 30 percent, would 
be $6 billion between 2020 and 2028. The number of 
veterans who would no longer qualify for compensation 
under this alternative would be small at first but would 
rise to 500,000 by 2028. 

Additional savings would be possible if eligibility was 
further limited to veterans with disability ratings higher 
than 30 percent. However, the amount saved would 
not be proportional to the level of the disability rating, 
because neither payment amounts nor the beneficiary 
population increase at the same rate as their associated 
disability ratings. 

The largest source of uncertainty in estimating the sav¬ 
ings from this option is the future size of the population 
with disability ratings of less than 30 percent. CBO pro¬ 
jects that number based on the number of veterans who 
received such disability ratings in the past, the growth of 
the overall disability compensation program, the mortal¬ 
ity rate of veterans receiving disability compensation, and 
other factors. 
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Other Effects 

One argument for this change is that it would permit 
VA to concentrate spending on veterans with the great¬ 
est impairments. Furthermore, there may be less need 
than in the past to compensate veterans with milder 
impairments. Many civilian jobs now depend less on 
physical labor than was the case in 1917, when the 
disability-rating system was first devised; the rating 
system that is the basis for current payments has not 
undergone major revisions since 1945. In addition, 


medical care and rehabilitation technologies have made 
great progress. Thus, a physical limitation rated below 
30 percent might not substantively reduce a veteran’s 
earning capability, because it would not preclude work in 
many modern occupations. 

An argument against this option is that veterans’ com¬ 
pensation could be viewed as a lifetime indemnification 
the federal government owes to people who become 
disabled to any degree during service in the armed forces. 


RELATED OPTION: Mandatory Spending, “Narrow Eligibility for Veterans’ Disability Compensation by Excluding Certain Disabilities 
Unrelated to Military Duties” (page 107) 
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Mandatory Spending—Option 38 Multiple Functions 

Use an Alternative Measure of Inflation to Index Social Security and Other Mandatory Programs 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Outlays 

Social Security 

0 

-2.0 

-4.8 

-7.9 

-11.2 

-14.6 

-18.1 

-21.6 

-25.1 

-28.8 

-25.9 

-134.1 

Other benefit programs with COLAs 3 

0 

-0.5 

-1.3 

-2.2 

-2.9 

-3.4 

-4.4 

-5.2 

-6.1 

-7.2 

-6.9 

-33.3 

Effects on SNAP from interactions 

0 

0.1 

0.1 

0.1 

0.2 

0.3 

0.3 

0.3 

0.4 

0.5 

0.5 

2.2 

with COLA programs 11 

Health programs 

0 

-0.3 

-1.2 

-2.0 

-2.7 

-3.6 

-4.6 

-5.5 

-6.6 

-7.8 

-6.3 

-34.3 

Other federal spending 3 

0 

* 

-0.1 

-0.2 

-0.2 

-0.3 

-0.4 

-0.5 

-0.6 

-0.8 

-0.5 

-3.2 

Total 

0 

-2.9 

-7.3 

-12.1 

-16.8 

-21.7 

-27.2 

-32.6 

-38.0 

-44.1 

-39.1 

-202.7 

Change in Revenues' 1 

0 

* 

* 

» 

* 

* 

* 

* 

* 

* 

-0.1 

-0.2 

Decrease (-) in the Deficit 

0 

-2.9 

-7.2 

-12.1 

-16.8 

-21.6 

-27.2 

-32.6 

-38.0 

-44.0 

-39.1 

-202.4 


Sources: Congressional Budget Office; staff of the Joint Committee on Taxation. 

This option would take effect in January 2020. 

COLA = cost-of-living adjustment; SNAP = Supplemental Nutrition Assistance Program; * = between -$50 million and $50 million. 

a. Other benefit programs with COLAs include civil service retirement, military retirement, Supplemental Security Income, veterans’ pensions and 
compensation, and other retirement programs whose COLAs are linked directly to those for Social Security or civil service retirement. 

b. The policy change would reduce payments from other federal programs to people who also receive benefits from SNAP. Because SNAP benefits are 
based on a formula that considers such income, a decrease in those other payments would lead to an increase in SNAP benefits. 

c. Other federal spending includes changes to benefits and various aspects (eligibility thresholds, funding levels, and payment rates, for instance) of 
other federal programs, such as those providing Pell grants and student loans, SNAP, child nutrition programs, and programs (other than health 
programs) linked to the federal poverty guidelines. (The changes in spending on SNAP included here are those besides the changes in benefits that 
result from interactions with COLA programs.) 

d. The effects on revenues reflect the reduction in marketplace subsidies for health insurance premiums and slightly higher enrollment in employment- 
based coverage under the option. 


Background 

Cost-of-living adjustments for Social Security (COLAs) 
and many other parameters of federal programs are 
indexed to increases in traditional measures of the 
consumer price index (CPI). The CPI measures over¬ 
all inflation and is calculated by the Bureau of Labor 
Statistics (BLS). In addition to the traditional measures 
of the CPI, that agency computes another measure of 
inflation—the chained CPI—designed to account for 
changes in spending patterns and to eliminate several 
types of statistical biases that exist in the traditional CPI 
measures. (Nonetheless, the chained CPI does not resolve 
all statistical issues with traditional CPI measures.) 

Under current law, beginning in 2018, the chained CPI 


would be used for indexing most parameters of the tax 
system, including the individual income tax brackets. 

Option 

Beginning in 2020, this option would use the chained 
CPI for indexing COLAs for Social Security and for 
indexing parameters of other programs. The chained CPI 
has grown an average of about 0.25 percentage points 
more slowly per year since 2001 than the traditional CPI 
measures have, and the Congressional Budget Office 
expects that gap to persist. Therefore, the option would 
reduce federal spending, and savings would grow each 
year as the effects of the change compounded. 
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Effects on the Budget 

Outlays would be reduced by $203 billion through 
2028, CBO estimates, and the net effect on the deficit 
would be about the same. The budgetary effects of this 
option would stem from a reduction in the average 
benefits that eligible people receive through a num¬ 
ber of federal programs, and, to a lesser extent, from a 
reduction in eligibility for certain programs. (The small 
revenue effects estimated here are the net result of two 
largely offsetting factors. First, the option would reduce 
marketplace subsidies for health insurance premiums. 
Because those subsidies are structured as refundable tax 
credits, a portion of the reduction in subsidies trans¬ 
lates into higher tax liabilities for recipients, meaning 
higher revenues. Second, slightly higher enrollment in 
employment-based coverage under the option would 
mean that a larger share of compensation would be made 
in the form of nontaxable health benefits, which would 
result in less taxable compensation for employees, and, 
therefore, less revenues.) 

The CPI affects COLAs for Social Security and the pen¬ 
sions that the government pays to retired federal civilian 
employees and military personnel, as well as veterans’ 
pensions and veterans’ disability compensation. In most 
of those programs, the policy change would not alter 
benefits when people are first eligible to receive them, 
either now or in the future, but it would reduce their 
benefits in later years because the annual COLAs would 
be smaller, on average. The effect would be greater the 
longer people received benefits (that is, the more years 
of reduced COLAs they experienced). Therefore, the 
effect would ultimately be especially large for the oldest 
beneficiaries as well as for some disabled beneficiaries 
and military retirees, who generally become eligible for 
annuities before age 62 and thus can receive COLAs for 
a longer period. 

To obtain the estimates for the effects of the option on 
COLAs, CBO reduced payments for beneficiaries after 
the first year of receipt by the difference between the 
traditional CPI and the chained CPI in each year. For 
example, in the case of COLAs for Social Security, CBO 
estimates that about 63 million people would be affected 
by the benefit reductions in 2020, experiencing an aver¬ 
age benefit reduction of about 0.25 percent relative to 
current law. By 2028, the average reduction in monthly 
benefits for those people is projected to be 2.2 percent 
relative to current law. 


By affecting program parameters, growth in the CPI 
also affects spending for Supplemental Security Income, 
Medicare, Medicaid, the health insurance marketplaces 
established under the Affordable Care Act, Pell grants, 
student loans, the Supplemental Nutrition Assistance 
Program (SNAP), child nutrition programs, and other 
programs. The index is used to calculate various eligi¬ 
bility thresholds, payment rates, and other factors that 
could affect the number of people eligible for those 
programs and the benefits people receive. For some pro¬ 
grams, such as Medicaid, budgetary savings stem from 
the reduction in the number of people eligible for those 
programs and from the reduction in the average federal 
spending on each eligible person. For other programs, 
such as Medicare, savings from this option stem largely 
from reductions in the updates to prices that the federal 
government would pay. 

For SNAP, the option would lead to higher spending as a 
result of two opposing effects. On the one hand, the pol¬ 
icy change would lead to a reduction in SNAP benefits. 
The amount of those benefits is based on beneficiaries’ 
total income minus allowable deductions, such as costs 
associated with housing and child care, and the value of 
some of those deductions in each year is linked to the 
CPI. Lower deductions would lead to lower SNAP ben¬ 
efits. On the other hand, a reduction in payments from 
other federal programs as a result of the option would 
reduce beneficiaries’ income, leading to higher SNAP 
benefits. Because that second effect is larger, the option 
would increase SNAP benefits, on net. 

The uncertainty in the estimate of budgetary savings 
from this option stems from differences between the 
projected traditional CPI and chained CPI. Flistorically, 
that gap has varied widely. For example, in calendar 
year 2005, the chained CPI growth was 0.51 percentage 
points slower than the CPI for all urban consumers, 
and in calendar year 2008, growth was 0.12 percentage 
points faster. 

Other Effects 

One argument for switching to the chained CPI in 
Social Security and other federal programs is that the 
chained CPI is generally viewed as a more accurate 
measure of overall inflation than the traditional CPI 
measures, for two main reasons. First, the chained CPI 
more fully accounts for how people tend to respond 
to price changes. Consumers often lessen the effect of 
inflation on their standard of living by buying fewer 
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goods or services that have risen in price and by buying 
more goods or services that have not risen in price or 
have risen less. Measures of inflation that do not account 
for such substitution overstate growth in the cost of 
living—a problem known as substitution bias. BLS’s 
procedures for calculating the traditional CPI measures 
account for some types of substitution, but the chained 
CPI more fully incorporates the effects of changing 
buying patterns. 

A second reason to believe that the chained CPI is a 
better measure of inflation is that it is largely free of a 
problem known as small-sample bias. That bias, which is 
significant in the traditional CPI measures, occurs when 
certain statistical methods are applied to price data for 
only a limited number of items in the economy. 

One argument against using the chained CPI, and 
thereby reducing COLAs in Social Security and other 
federal retirement programs, is that the chained CPI 
might not accurately measure the growth in prices that 
Social Security beneficiaries and other retirees face. The 
elderly tend to spend a larger percentage of their income 
on items whose prices can rise especially quickly, such 
as health care. (However, determining how rising health 
care prices affect the cost of living is problematic because 
accurately accounting for changes in the quality of 
health care is challenging.) The possibility that the cost 


of living may grow faster for the elderly than for the rest 
of the population is of particular concern because Social 
Security and pension benefits are the main source of 
income for many retirees. 

Another argument against this option is that a reduction 
in COLAs would ultimately have larger effects on the 
oldest beneficiaries and on the disabled beneficiaries who 
received benefits for a longer period. For example, if ben¬ 
efits were adjusted every year by 0.25 percentage points 
less than the increase in the traditional CPI measures, 
Social Security beneficiaries who claimed benefits at age 
62 would face a reduction in retirement benefits at age 
75 of about 3 percent compared with what they would 
receive under current law, and a reduction at age 95 of 
about 8 percent. To protect vulnerable people, lawmakers 
might choose to reduce COLAs only for beneficiaries 
whose income or benefits were greater than specified 
amounts. Doing so, however, would reduce the budget¬ 
ary savings from the option. 

Finally, policymakers might prefer to maintain current 
law because they want benefits to grow faster than the 
cost of living so that beneficiaries would share in overall 
economic growth. An alternative approach would be to 
link benefits to wages or gross domestic product. Because 
those measures generally grow faster than inflation, such 
a change would increase outlays. 


RELATED CBO PUBLICATIONS: Testimony of Jeffrey Kling, Associate Director for Economic Analysis, before the Subcommittee on Social 
Security, Committee on Ways and Means, U.S. House of Representatives, Using the Chained CPI to Index Social Security, Other Federal 
Programs, and the Tax Codefor Inflation (April 18,2013), www.cbo.gov/publication/44083; Using a Different Measure of Inflation for 
Indexing Federal Programs and the Tax Code (February 2010), www.cbo.gov/publication/21228 





CHAPTER 




Discretionary Spending Options 


D iscretionary spending—the part of federal 
spending that lawmakers control through 
annual appropriation acts—amounted to 
about $1.2 trillion, or 30 percent of total 
federal outlays, in 2017. Just under half of that spending 
paid for defense programs. Spending on the Department 
of Defense’s (DoD’s) operation and maintenance 
accounted for more than 40 percent of discretionary 
spending on defense programs, and spending on military 
personnel accounted for nearly a quarter of that spend¬ 
ing (see Figure 3-1). Discretionary spending on nonde¬ 
fense activities was less concentrated. For instance, the 
largest categories of that spending were transportation; 
education, training, employment, and social services; and 
veterans’ benefits and services. Each category accounted 
for 10 percent to 15 percent of that spending. 

The discretionary budget authority (that is, the authority 
to incur financial obligations) provided in appropriation 
acts results in outlays when the money is spent. Some 
appropriations (such as those for federal employees’ 
salaries) are spent quickly, but others (such as those for 
major construction projects) are disbursed over several 
years. Thus, in any given year, discretionary outlays 
include spending from new budget authority as well 
as spending from budget authority provided in earlier 
appropriations. 1 Some fees and other charges that are 
triggered by appropriation action are categorized in the 
budget as offsetting collections or offsetting receipts and 
credited against discretionary spending. 


1. For some major transportation programs, budget authority 
is considered mandatory, but the outlays resulting from that 
authority are discretionary. Budget authority for those programs 
is provided in authorizing legislation rather than appropriation 
acts, but the amount of that budget authority that the 
Department of Transportation can obligate each year is limited 
by appropriation acts. Those obligation limitations are treated 
as a measure of discretionary budgetary resources. For more 
information, see Congressional Budget Office, The Highway Trust 
Fund and the Treatment of Surface Transportation Programs in the 
Federal Budget (June 2014), www.cbo.gov/publication/45416. 


Trends in Discretionary Spending 

Measured as a percentage of gross domestic product 
(GDP), discretionary outlays declined from 13.1 percent 
in 1968 to 6.0 percent in 1999 before rising and then 
falling again, to 6.2 percent in 2017 (see Figure 3-2). 
From 2012 through 2017, discretionary outlays mea¬ 
sured as a percentage of GDP dropped largely because of 
constraints imposed by the Budget Control Act of 2011 
(Public Law 112-25) and lower spending for military 
operations in Afghanistan and Iraq. 

In the Congressional Budget Office’s baseline projec¬ 
tions, discretionary outlays decline further relative to 
the size of the economy, falling from 6.3 percent of 
GDP in 2018—already below their 50-year average 
of 8.5 percent—to 5.4 percent in 2028. The recently 
enacted Bipartisan Budget Act of 2018 (P.L. 115-123) 
raised the limits on discretionary funding that other¬ 
wise would have been in place for 2018 and 2019. In 
2020 and 2021, funding is scheduled to revert to the 
lower levels set by the Budget Control Act. In CBO’s 
baseline, discretionary appropriations for 2022 through 
2028 grow from the 2021 amount at the rate of infla¬ 
tion, which is slower than projected growth in GDP, 
leading to an estimated decline in that spending relative 
to GDP. By 2028, discretionary spending for nondefense 
activities would equal 2.8 percent of GDP; for defense, 
it would equal 2.6 percent of GDP. 2 Those would be the 
smallest shares of the economy that those categories have 
accounted for since the early 1960s. 

Most of the long-term decline in total discretionary out¬ 
lays relative to GDP stems from a decrease in spending 
for national defense measured as a share of GDP. Starting 
from 9.2 percent of GDP in 1968, discretionary outlays 
for defense fell over the next several decades, reaching 
2.9 percent at the turn of the century. Such spending 
began climbing again shortly thereafter and averaged 
4.6 percent of GDP from 2009 through 2011. (The 
growth in defense spending over the 2001-2011 period 


2. Most defense spending is funded through discretionary 
appropriations. 
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Figure 3-1. 


Composition of Discretionary Spending, 2017 
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Source: Congressional Budget Office, using data from the Office of Management and Budget. 

Other discretionary spending for defense includes outlays for research, development, test, and evaluation; military construction; family housing; and 
some defense-related activities of government entities other than the Department of Defense, such as the atomic energy activities of the Department 
of Energy. 

Discretionary spending for health in the nondefense category excludes care provided by the Veterans Health Administration. Outlays for that care are 
included under veterans’ benefits and services. 

Other nondefense discretionary spending includes outlays for general science, space, and technology; energy; natural resources and the environment; 
agriculture; commerce and housing credit; community and regional development; Medicare and Social Security (for administrative activities); and 
general government. 


was driven by military operations in Iraq and 
Afghanistan, which cost about 1 percent of GDP in 
2011, for example.) Since then, discretionary outlays for 
defense have declined relative to the size of the economy, 
falling to 3.1 percent of GDP in 2017. 

Discretionary spending for nondefense activities includes 
spending in areas such as education, transportation, 
veterans’ benefits and services, community and regional 
development, and administration of justice (which 
includes most of the spending of the Department of 
Homeland Security). That category also includes spend¬ 
ing on many health programs, such as public health 
activities, health and health care research initiatives, and 
certain other health-related activities. Spending on those 
health programs and activities totaled about $66 billion 


in 2017, or about 11 percent of total discretionary 
spending on nondefense activities. (The federal govern¬ 
ment also helps pay for health insurance premiums for 
its civilian workers, but that funding is part of agencies’ 
budgets so most of it is excluded from that calculation.) 

Over the past five decades, discretionary spending for 
nondefense activities has generally hovered between 
3 percent and 4 percent of GDP. One exception was the 
period from 1976 to 1981, when such spending rose to 
almost 5 percent of GDP, on average. Another exception 
occurred from 2009 through 2011, when funding from 
the American Recovery and Reinvestment Act of 2009 
(P.L. 111-5) boosted discretionary outlays for nondefense 
activities to between 4 percent and 4.4 percent of GDP 
Those outlays have generally declined relative to the size 
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Figure 3-2. 

Discretionary Spending 


Percentage of Gross Domestic Product 



If current statutory limits 
on discretionary 
spending remained in 
place through 2021 and 
funding grew with 
inflation thereafter, 
discretionary spending 
would decline as a share 
of GDP over the next 
decade. 


Source: Congressional Budget Office. 

The projected values shown underlie the projections in Congressional Budget Office, An Analysis of the President's 2019 Budget (May 2018, revised 
August 2018), www.cbo.gov/publication/53884. 


of the economy since then, dropping to 3.2 percent of 
GDP in 2017. 

Method Underlying 
Discretionary Spending Estimates 

Except for some exceptions noted below, the budgetary 
effects described in this chapter were calculated relative 
to CBO’s adjusted April 2018 baseline projections of 
discretionary spending over the next 10 years and do 
not include changes as a result of 2019 appropriations. 3 
(CBO expects that the effects of those changes would be 
relatively small in most instances.) In accordance with 
section 257 of the Balanced Budget and Emergency 
Deficit Control Act of 1985 (P.L. 99-177), CBO’s 
projections reflect the assumption that current appropri¬ 
ations will continue in future years, with adjustments to 
keep pace with inflation. (Although CBO follows that 
law in constructing its baseline projections for individ¬ 
ual components of discretionary spending, its baseline 
projections of overall discretionary spending incorporate 
the caps and automatic spending reductions put in place 
by the Budget Control Act of 2011, as amended.) 4 As 

3. Those projections underlie the analysis in Congressional Budget 
Office, An Analysis of the President’s 2019 Budget (May 2018, 
revised August 2018), www.cbo.gov/publication/53884. 

4. Those adjustments to discretionary funding are applied in the 
aggregate, rather than in each account, because CBO cannot 
predict how lawmakers will comply with the caps. 


specified in law, CBO uses the following measures of 
inflation when constructing its baseline: the employment 
cost index for wages and salaries (applied to spending for 
federal personnel) and the GDP price index (applied to 
other spending). For each option in this section, CBO 
assumes that federal appropriations would be reduced 
accordingly to achieve the estimated budgetary savings. 

Some options involving DoD’s operation and mainte¬ 
nance budget (Options 1,2, 12, and 13) or acquisition 
budget (Options 5 through 10) were calculated on a 
different basis. Because CBO’s baseline projections do 
not reflect programmatic details for force structure, 
acquisition, and maintenance of specific weapon systems, 
the effects of those options were calculated relative to 
DoD’s planned spending as laid out in its 2019 Future 
Years Defense Program (FYDP). The FYDP provides 
details about DoD’s intended funding requests for the 
2019-2023 period—including the Administration’s 
plans for the number of military and civilian personnel, 
the procurement and maintenance of weapon systems, 
and the amount that equipment is operated. Comparing 
estimates of DoD’s spending under a given option 
against that planned defense spending better captures the 
effects the option would have than comparing estimated 
spending under the option against CBO’s baseline pro¬ 
jections. Through 2023, the budgetary effects estimated 
for those 10 options are based on DoD’s estimates of the 
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costs of its plans. From 2024 through 2028, the effects 
are based on DoD’s estimates when available (such as 
those in the Navy’s annual 30-year shipbuilding plan or 
those for the costs of selected individual aircraft) and on 
CBO’s projections of price and compensation trends for 
the overall economy when they are not. For an option 
that would cancel the planned acquisition of a weapon 
system, for example, the savings reported in this volume 
reflect DoD’s estimates of the costs of that system; CBO 
often adjusts those savings downward to account for 
the costs of purchasing and operating existing systems 
in place of the system that would be canceled. In addi¬ 
tion to showing the budgetary costs, each acquisition 
option includes a discussion of the effects of the option 
on DoD’s ability to perform its missions. 

Because the costs of implementing the FYDP would 
exceed CBO’s baseline projections for defense spend¬ 
ing—in some cases, by significant amounts—the options 
involving military force structure, operation and main¬ 
tenance, and acquisition would not necessarily reduce 
deficits below those projected in CBO’s baseline. Rather, 
they are, at least in part, options for bringing DoD’s 
planned funding closer to the amounts projected in the 
baseline, which accord with the limits on such spending. 

In many instances, CBO would have estimated higher 
costs for DoD’s planned programs than the amounts 
budgeted either in DoD’s FYDP or in CBO’s exten¬ 
sion of the FYDP, which relies primarily on DoD’s cost 
estimates. 5 However, the savings from implementing 
an option relative to DoD’s budget request are better 
represented by the program’s costs in the FYDP and 
the extended FYDP than by CBO’s independent cost 
estimates. If lawmakers enacted legislation to cancel a 
planned weapon system or retire an existing system, for 
instance, DoD could eliminate the amounts budgeted 
for that system from its FYDP and increase the amounts 
for operating other systems to come closer to the funding 
limits currently in place. 

The estimates included in the chapter are uncertain for 
at least several reasons. For instance, CBO’s baseline 
projections and DoD’s planned spending are uncertain, 
because actual appropriations could differ considerably 
from projected amounts. Furthermore, legislation would 


5. For CBO’s estimates of the costs of DoD’s plans, see 

Congressional Budget Office, Long-Term Implications of the 2019 
Future Years Defense Program (forthcoming). 


be required to implement the options in this chapter, 
and the details of such legislation could differ from the 
assumptions that CBO made in developing its estimates. 

Options in This Chapter 

The 34 options in this chapter cover a broad array of 
discretionary programs, including some health care 
programs. Fifteen options in this chapter would affect 
defense programs, two options would affect health 
care spending, and the rest would affect nondefense 
programs. Some options include broad cuts—such 
as Option 1, which would reduce overall funding for 
DoD, or Option 32, which would decrease federal 
civilian employment. Others focus on specific programs: 
For instance, Option 20 concerns the Department 
of Energy’s programs for research and development 
in energy technologies. Some options would change 
the rules of eligibility for certain federal programs; 
Option 27, for example, would tighten eligibility criteria 
for Pell grants, and Option 30 would end the ability 
of certain veterans to obtain medical care from the 
Department of Veterans Affairs. 

Some options that have been included in previous vol¬ 
umes have not been included in this edition. However, 
several of those options, such as changing the Home 
Equity Conversion Mortgage Program from a guarantee 
program to a direct loan program and eliminating certain 
forest service programs, are included in an abbreviated 
format in this edition’s appendix. 

To reduce deficits through changes in discretionary 
spending, lawmakers would need to lower the statutory 
funding caps below the levels already established under 
current law or enact appropriations that were below 
those caps. The options in this chapter could be used to 
help accomplish either of those objectives. Alternatively, 
some of the options could be implemented to help com¬ 
ply with the existing caps on discretionary funding. 

Under the constraints imposed by the Budget Control 
Act and the Bipartisan Budget Act of 2018, total discre¬ 
tionary spending over the 2019-2028 period is projected 
to be lower by $1.7 trillion (or about 12 percent) than it 
would be if the funding provided for 2018 was contin¬ 
ued in future years with increases for inflation. 
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Discretionary Spending—Option 1 

Function 050 

Reduce the Department of Defense’s Budget 



Billions of Dollars 

2019 

2020 

2021 2022 

2023 

2024 2025 

2026 

2027 

Total 

2019- 2019- 

2028 2023 2028 



Reduce DoD’s Budget by 10 Percent Relative to the Amount Planned for 2022 


Change in Planned Defense Spending 










Budget authority 

0 

-23 

-46 -71 

-65 

-68 -73 

-75 

-84 

-87 -204 

-591 

Outlays 

0 

-13 

-32 -53 

-58 

-63 -68 

-71 

-77 

-82 -156 

-517 



Reduce DoD’s Budget by 5 Percent Relative to the Amount Planned for 2022 


Change in Planned Defense Spending 










Budget authority 

0 

-11 

-23 -35 

-28 

-31 -35 

-35 

-43 

-44 -98 

-284 

Outlays 

0 

-6 

-16 -26 

-27 

-28 -32 

-33 

-38 

-41 -76 

-248 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 

DoD = Department of Defense. 


Background 

The Department of Defense (DoD) received $616 bil¬ 
lion in appropriations for its base budget in 2019, the 
highest amount since 2010 (after adjusting for inflation). 
The Department’s Future Years Defense Plan (FYDP) 
for 2019 anticipates that base-budget levels will average 
about $650 billion per year (in 2019 dollars) through 
2023. (DoD’s base budget is intended to fund endur¬ 
ing activities, such as day-to-day military and civilian 
operations and development and procurement of weapon 
systems. It does not include additional funding appropri¬ 
ated for nonpermanent activities, such as overseas con¬ 
tingency operations or other emergencies.) Before 2019, 
the amount appropriated in 2010 had been the highest 
for DoD’s base budget, which had grown by 50 per¬ 
cent since 2000, and surpassed even the 1985 budget, 
DoD’s largest peacetime budget during the Cold War. 
After 2012, DoD’s base budgets decreased under the 
constraints of the Budget Control Act of 2011 (BCA), 
averaging about $550 billion for 2013 through 2018. 

Option 

This option encompasses two alternative decreases in 
DoD’s budget. The first would reduce DoD’s budget 
over three years so that funding in 2022 would be 
10 percent less than the funding planned for that year 


in the Administration’s 2019 FYDP. The second would 
reduce DoD’s budget by 5 percent over that same period. 
Both alternatives would allow for real (inflation-adjusted) 
growth of 1 percent annually after 2022. 

Effects on the Budget 

Under the first alternative, funding for DoD in 2022 
would be $637 billion, excluding funding for overseas 
contingency operations. That amount would still be large 
by historical standards; adjusted for inflation, it would 
be roughly in line with DoD’s base budget in 2012, the 
last budget prepared before the BCA’s caps were applied, 
and more than Cold War spending at its height. Through 
2028, cumulative funding for DoD would be reduced 
by $591 billion under the first alternative. That estimate 
of savings is based on the costs of plans outlined in the 
2019 FYDP (which defines plans and costs through 
2023) and the Congressional Budget Office’s projections 
of costs over the following five years. Under the second 
alternative, savings would total $284 billion through 
2028. 

Savings would be smaller if DoD needed more than 
three years to implement the reductions under this 
option or if the costs of current plans were overstated. 
Conversely, savings could be larger if costs to implement 
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current plans were underestimated. For example, DoD 
has frequently underestimated its costs to develop and 
purchase weapon systems. 

Other Effects 

Accommodating the smaller amount of funding under 
this option would require DoD to decrease the size of 
its forces, slow the rate at which it modernizes weapon 
systems, or do both. Force cuts could be made pro¬ 
portionally across the services or could be tailored to 
the specific needs of parts of the military. Similarly, to 
achieve a desired pace of modernization, DoD would 
need to balance the goal of maintaining a particular force 
size against the goal of procuring new weapons. (CBO’s 
estimate of savings in outlays is based on proportional 
reductions to each part of DoD’s budget.) 

With a somewhat smaller force, DoD’s ability to execute 
all the elements in the current national security strategy 
would be lessened. The current strategy envisions prevail¬ 
ing at both the low end of the spectrum of conflict (for 
example, counterinsurgency operations) and at the high 
end (conflicts with Russia or China). Simultaneously 
pursuing those goals is expensive. For example, at the 
same time that the Army has soldiers in more than 
140 countries, all four military services are buying highly 
sophisticated military weaponry to fight against Russia 
or China, and DoD is modernizing all elements of its 
nuclear forces. Under this option, DoD would need 
to focus its efforts on the most important elements of 
national security, cut back in some other areas, and rely 
more on both conventional and nuclear deterrence to 
dissuade Russia and China from attacks on the United 
States, its interests, or its allies. For instance, DoD might 
need to scale back or eliminate the Army’s presence in 
some countries and replace that military effort with other 


instruments of national power. Such a shift from military 
to nonmilitary engagement would not be inconsistent 
with the Summary of the 2018 National Defense Strategy 
of the United States of America, which calls for “the 
seamless integration of multiple elements of national 
power—diplomacy, information, economics, finance, 
intelligence, law enforcement, and military.” The reduced 
size of the military and concurrent shift to a more 
integrated approach would require greater patience in 
addressing crises around the world, however: Diplomacy 
rarely offers the dramatic action (or speed) of military 
intervention. 

One argument against this option is that the size and 
number of military operations that could be conducted 
simultaneously and the duration for which they could 
be sustained would be diminished. Under Army policy, 
for example, three active brigade combat teams (BCTs) 
are required to support the rotation of a single BCT in 
and out of a combat zone. Consequently, the number of 
BCTs that the Army could continuously deploy would 
decrease by one for every three active BCTs that were cut 
from the force structure. Similar considerations would 
apply to the deployment of naval and air forces. If the 
need for a large, sustained military presence overseas 
arose, DoD could increase the size of its forces at that 
time (as it has done often in the past), but it could take a 
few years. 

Despite the reduced military capacity under this option, 
the United States would remain the world’s preeminent 
military power. Even in 2022, when funding would 
be lowest under this option in both nominal and 
inflation-adjusted terms, it would be nearly double the 
combined military spending of China and Russia in 
2017. 


RELATED OPTIONS: Discretionary Spending, “Reduce DoD’s Operation and Maintenance Appropriation (Excluding Funding for the Defense 
Health Program)” (page 125), “Reduce the Size of the Federal Workforce Through Attrition” (page 190) 

RELATED CBO PUBLICATIONS: Long-Term Implications of the 2019 Future Years Defense Program (forthcoming); The U.S. Military's 
Force Structure: A Primer (July 2016), www.cbo.gov/publication/51535;hp/>ro«c/zes for Scaling Back the Defense Department's Budget 
Plans (March 2013), www.cbo.gov/publication/43997 
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Discretionary Spending—Option 2 

Function 050 

Reduce DoD’s Operation and Maintenance Appropriation 
(Excluding Funding for the Defense Health Program) 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 2026 

2027 2028 

Total 

2019- 2019- 

2023 2028 


Freeze O&M Budget Authority for Five Years and Then Limit Its Growth to the Rate of Inflation 

Change in Planned Defense Spending 










Budget authority 

0 

-6 

-13 

-19 

-22 

-25 

-28 -32 

-36 -39 

-60 -220 

Outlays 

0 

-3 

-9 

-16 

-20 

-23 

-26 -29 

-33 -36 

-48 -195 




Limit the Growth of O&M Budget Authority to the Rate of Inflation 


Change in Planned Defense Spending 










Budget authority 

0 

-1 

-4 

-6 

-4 

-7 

-10 -13 

-16 -19 

-16 -81 

Outlays 

0 

-1 

-3 

-5 

-4 

-6 

-8 -11 

-14 -17 

-13 -70 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 

DoD = Department of Defense; O&M = operation and maintenance. 


Background 

The Department of Defense (DoD) uses funds from its 
operation and maintenance (O&M) account to pay the 
salaries and benefits of most of its civilian employees, 
to train its military personnel, and to purchase goods 
(such as paper clips and jet fuel) and services (including, 
for example, health care, equipment maintenance and 
repair, and information technology support). O&M 
accounted for nearly 40 percent of DoD’s request for 
base-budget funding in 2019, making it the largest single 
appropriation title in DoD’s budget. (That funding does 
not include the additional amount that DoD requested 
for overseas contingency operations.) In real terms (that 
is, after the amounts have been adjusted to remove the 
effects of inflation as measured by growth in the price 
index for gross domestic product), DoD’s base-budget 
costs for O&M grew by about 45 percent from 2000 
to 2018, despite a 4 percent decrease in the size of the 
military. (A previous Congressional Budget Office study 
found that spending for departmental management 
functions, which are largely funded through the O&M 
account, grew at a faster pace than spending for other 
support functions.) 


Under DoD’s plans, as laid out in its Future Years 
Defense Program (FYDP), O&M funding—measured 
in real dollars—would grow by 2 percent from 2019 
through 2023, the last year in the most recent FYDP, 
(That amount does not include the additional increase 
from the planned transition of contingency funding into 
the base budget.) CBO projects O&M funding beyond 
2023 by applying the employment cost index for growth 
in civilian pay and the historical average rate for O&M 
per service member for growth in other costs. (Military 
health care costs are projected separately and not 
included in this option.) Under that projection, O&M 
continues to grow faster than inflation through 2028. 

Option 

This option has two alternatives. Both would reduce the 
growth in DoD’s O&M appropriation without affecting 
the portion of O&M funding slated for the Defense 
fiealth Program (DPIP). CBO excluded funding for 
the DF1P from this option because the causes of growth 
in that program are well-known and distinct from the 
factors that underlie growth in the rest of the O&M 
account; DPIP funding is addressed by another option in 
this volume, which is listed below. 
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Under the first alternative, DoD’s O&M appropriation 
in the base budget (excluding funding for the DHP) for 
2020 through 2023 would equal the amount that the 
department requested in its budget for 2019. That por¬ 
tion of the budget would grow with inflation from 2024 
through 2028. Under the second alternative, DoD’s 
O&M appropriation in the base budget (excluding 
funding for the DHP) would grow with inflation from 
the 2019 amount throughout the entire 10-year period. 

Effects on the Budget 

The first alternative would reduce the discretionary bud¬ 
get authority provided for O&M by $220 billion over 
10 years relative to the amount that would be needed 
under CBO’s estimates of the costs of DoD’s plans over 
the next decade. As a result, outlays would decrease by 
$195 billion over that period. The first alternative would 
lessen the amount appropriated for O&M (excluding 
funding for the DHP) in 2024 by 11 percent. The 
second alternative would reduce discretionary budget 
authority over 10 years by $81 billion and outlays by 
$70 billion. DoD’s total appropriations for O&M under 
the second alternative would be 3 percent less than they 
would be under the department’s current plan. 

This option does not specify how the changes to DoD’s 
plans for O&M funding would be allocated among the 
four military services and the defensewide agencies or 
how they would be implemented within each service 
or agency. Rather than stipulating slower growth across 
the board, for example, the option would allow DoD to 
redistribute O&M funding in its future budget requests 
among the services and agencies as it sees fit and would 
permit the services and agencies to reallocate their fund¬ 
ing in a manner that minimized any loss of capability or 
readiness. 

DoD could use many methods to achieve the lower 
O&M targets. Although those methods could be imple¬ 
mented individually, they might be more effective if they 
were applied as part of a DoD-wide effort to streamline 
functions and business processes. One approach would 
be to gradually but significantly reduce the number of 
civilian personnel and, thus, decrease amounts paid from 
the O&M account. If DoD used that approach alone to 
meet the funding targets under this option, by 2024 the 
department would employ roughly 240,000 (or 37 per¬ 
cent) fewer civilian personnel under the first alternative 
than it would under its current plan; under the second 


alternative, DoD would employ 60,000 (or 9 percent) 
fewer civilians. 

However, such changes would decrease costs only if the 
functions performed by the civilian personnel who were 
cut were not fulfilled by contractors (who would also be 
paid through the O&M account). The military services 
and DoD could continue to provide those functions 
if they found ways to operate more efficiently, or they 
could forgo the functions altogether. Using military per¬ 
sonnel to replace civilians, contractors, or contracted ser¬ 
vices would not be an effective solution; That approach 
would simply transfer costs from the O&M account to 
the military personnel account. Furthermore, CBO has 
found that in many cases, substituting military personnel 
for civilians would increase total costs, on net. 

Another approach that could be used to achieve the 
lower O&M targets would be to reduce the use of con¬ 
tractors and contracted services. DoD relies on contrac¬ 
tors to perform a wide range of functions—from mow¬ 
ing lawns to maintaining complex weapon systems—that 
in the past were performed almost exclusively by military 
personnel and civilian employees. As with reducing the 
civilian workforce, cutting down on the use of contrac¬ 
tors could save billions of dollars each year, but only if 
DoD forgoes the functions that contractors fulfill or 
finds less costly ways of performing them. 

One source of uncertainty about savings under this 
option is changes in the prices of the goods and ser¬ 
vices that the department purchases. If the price of fuel 
falls—as a result of decreases in the price of oil, for 
example—then the costs of DoD’s plans would be less 
than they were estimated to be in the 2019 FYDP and 
CBO’s extension of that plan. Thus, the savings under 
this option compared with those estimates would be 
correspondingly smaller. Increases in other costs, such as 
for civilian pay (which is determined by the Congress) 
and maintenance (perhaps from aging equipment) would 
have the opposite effect. 

Other Effects 

An advantage of this option is that some parts of DoD 
would have incentives to become more efficient. DoD’s 
business functions, such as financial management and 
logistics, may be less efficient than analogous functions 
in the private sector. The operations of many of DoD’s 
support programs have been placed on the Government 
Accountability Office’s (GAO’s) High Risk List, which 
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identifies federal programs that GAO believes are at risk 
for waste, inefficiency, or ineffective spending. DoD’s 
business-reform initiatives suggest that spending on those 
support programs could be reduced without significantly 
decreasing the quality of services provided. 

A disadvantage of this option is that it could negatively 
affect the capability of the military to fight and win wars 
if care is not taken to ensure that personnel remain as 
well trained and equipment stays as well maintained as 
under DoD’s current plan. If DoD was unable to afford 
that level of readiness under this option, it would have 
to reduce force structure to preserve readiness. Another 
disadvantage of the option is that it could discourage 

RELATED OPTIONS: Discretionary Spending, “Reduce the Department of Defense’s Budget” (page 123), “Replace Some Military Personnel 
With Civilian Employees” (page 130), “Modify TRICARE Enrollment Fees and Cost Sharing for Working-Age Military Retirees” (page 145) 

RELATED CBO PUBLICATIONS: Analysis ofthe Long-Term Costs ofthe Administration’s Goalsfor the Military (December 2017), 
www.cbo.gov/publication/53350; Trends in the Department of Defense’s Support Costs (October 2017), www.cbo.gov/ 
publication/53168; Trends in Spending by the Department of Defensefor Operation and Maintenance 0anuary 2017), 
www.cbo.gov/publication/52156; Replacing Military Personnel in Support Positions With Civilian Employees (December 2015), 
www.cbo.gov/publication/51012; Growth in DoD's Budget From 2000 to 2014 (November 2014), www.cbo.gov/publication/49764 


DoD from making changes that would allow it to pro¬ 
vide essential functions more efficiently. For example, in 
2012 DoD identified about 14,000 military positions 
in commercial activities that could be converted to 
positions filled by federal civilian employees or contrac¬ 
tors (see Discretionary Spending, Option 4, “Replace 
Some Military Personnel With Civilian Employees”). By 
reducing spending on military personnel, such conver¬ 
sions would probably reduce DoD’s overall costs, but 
they would nevertheless increase the department’s O&M 
spending. Policymakers and DoD would need to take 
precautions to prevent this option from forestalling such 
conversions. 
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Discretionary Spending—Option 3 

Function 050 

Cap Increases in Basic Pay for Military Service Members 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-0.3 

-0.8 

-1.3 

-1.8 

-2.4 

-2.6 

-2.7 

-2.8 

-2.9 

-4.2 -17.6 

Outlays 

0 

-0.3 

-0.8 

-1.3 

-1.8 

-2.4 

-2.6 

-2.7 

-2.8 

-2.9 

-4.2 -17.6 


This option would take effect in January 2020. 

About 25 percent of the savings displayed in the table reflect intragovernmental transfers and thus would not reduce the deficit. 


Background 

Basic pay is the largest component of military service 
members’ cash compensation, accounting for about 
60 percent of the total. (Allowances for housing and 
food, along with the tax advantage that arises because 
those allowances are not subject to federal taxes, make up 
most of the remainder of that compensation.) Between 
2008 and 2017, inflation-adjusted spending per person 
on basic pay rose by 10 percent. To set annual increases 
in basic pay, lawmakers typically use the percentage 
increase in the employment cost index (ECI) for pri¬ 
vate-sector workers’ wages and salaries (for all occupa¬ 
tions and industries) as a benchmark. Under current 
law, the pay raise for service members is, by default, set 
to equal the percentage change in the ECI. (In contrast, 
the default pay raise for federal civilian employees is the 
rate of increase in the ECI minus 0.5 percentage points, 
and lawmakers authorize a separate annual adjustment 
to account for regional differences in the cost of liv¬ 
ing.) Lawmakers have often overridden the formula for 
service members by temporarily changing the law to 
specify a different pay raise for a single year through the 
annual defense authorization and appropriations acts 
while reverting to current law for future years. Although 
lawmakers enacted pay raises equal to or higher than the 
increase in the ECI for each year from 2000 to 2013 and 
for 2017 and 2018, they granted pay raises that were 
smaller than the increase in the ECI in 2014, 2015, and 
2016. 

Option 

This option would cap basic pay raises for military ser¬ 
vice members at 0.5 percentage points below the increase 
in the ECI for five years starting in 2020 and then return 
them to the ECI benchmark in 2025. 


Effects on the Budget 

The Congressional Budget Office estimates that this 
option would reduce discretionary budget authority by 
nearly $18 billion from 2020 through 2028 compared 
with personnel costs if raises equaled the annual per¬ 
centage increase in the ECI. About 1.3 million active- 
duty service members would be affected by that change 
annually. Over the next 10 years, on average, they 
would receive an increase of about $ 1,400 in basic pay 
each year, which is roughly $200 less per year than the 
amount they would receive if basic pay rose with the ECI 
over the first five years. 

A source of uncertainty in the estimated savings over the 
next decade is CBO’s expectation that the smaller pay 
raise would have little effect on recruiting and retention. 
CBO anticipates that the military services would not 
need to offer additional incentives to encourage people 
to join or stay in the military. Although the Department 
of Defense (DoD) has begun increasing the number of 
service members, those increases are small relative to the 
increases earlier in the 2000s and will be phased in over 
several years. DoD plans to boost the total number of 
military personnel by 51,500 (or 4 percent) by 2023. 

A smaller reduction in basic pay than the amount speci¬ 
fied in this option would probably result in proportion¬ 
ally smaller savings. Conversely, larger reductions in basic 
pay could result in larger savings, but if the reductions 
were large enough, they could adversely affect recruit¬ 
ing and retention and prompt DoD to offer additional 
bonuses or other incentives to maintain the number of 
people serving in the military. The point at which the 
military would incur additional costs to recruit or retain 
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personnel depends on many factors, including labor mar¬ 
ket conditions in the broader economy at the time. 

Other Effects 

One argument for this option is that DoD has consis¬ 
tently exceeded its goal of ensuring that the average cash 
compensation for military personnel exceeds the wages 
and salaries received by 70 percent of civilians with 
comparable education and work experience. According 
to one recent study, the average cash compensation 
for enlisted personnel in 2016 exceeded the wages and 
salaries of 84 percent of their civilian counterparts; 
the corresponding value for officers was 77 percent. 
Furthermore, the annual increase in the ECI might not 
be the most appropriate benchmark for setting military 
pay raises over the long run. The comparison group for 


the ECI includes a broad sample of civilian workers 
who are, on average, older than military personnel and 
more likely to have a postsecondary degree. Historically, 
pay raises for those workers have been larger than for 
younger or less educated workers, who more closely 
match the demographic profile of military personnel. 

An argument against this option is that, over the next 
decade, military recruiting and retention could be 
compromised if basic pay raises did not keep pace with 
increases in the ECI. Capping raises also would constrain 
the amount service members receive in other benefits, 
such as the retirement annuities that are tied to a mem¬ 
ber’s 36 highest months of basic pay over the course of a 
military career. 


RELATED OPTION: Discretionary Spending, “Reduce the Annual Across-the-Board Adjustment for Federal Civilian Employees' Pay” 

(page 188) 

RELATED CBO PUBLICATIONS: Long-Term Implications of the 2019 Future Years Defense Program (forthcoming); Analysis of the 
Long-Term Costs of the Administration's Goalsfor the Military (December 2017), www.cbo.gov/publication/53350; Costs of Military Pay 
and Benefits in the Defense Budget (November 2012), www.cbo.gov/publication/43574; testimony of Carla Tighe Murray, Senior Analyst 
for Military Compensation and Health Care, before the Subcommittee on Personnel, Senate Committee on Armed Services, Evaluating 
Military Compensation (April 28,2010), www.cbo.gov/publication/2l430 
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Discretionary Spending—Option 4 

Function 050 

Replace Some Military Personnel With Civilian Employees 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-0.2 

-0.7 

-1.3 

-1.8 

-2.3 

-2.4 

-2.5 

-2.7 

-2.8 

-4.0 -16.7 

Outlays 

0 

-0.1 

-0.5 

-1.0 

-1.5 

-1.9 

-2.1 

-2.2 

-2.4 

-2.5 

-3.1 -14.2 


This option would take effect in October 2019. 

About 40 percent of the savings displayed in the table reflect intragovernmental transfers and thus would not reduce the deficit. 


Background 

The workforce of the Department of Defense (DoD) 
consists of members of the active-duty and reserve mili¬ 
tary, federal civilian employees, and private contractors. 
According to data from DoD, thousands of members of 
the military work in support, or “commercial,” jobs that 
could be performed by civilian employees or contractors 
at a lower overall cost. Many of those jobs do not involve 
functions that could raise concerns about personal safety 
or national security and are performed in military units 
that do not deploy overseas for combat. 

Option 

Under this option, DoD would replace over four years 
80,000 of the roughly 340,000 active-duty military per¬ 
sonnel in commercial jobs with 64,000 civilian employ¬ 
ees. As a result, active-duty end strength (the number 
of military personnel on the rolls on the final day of the 
fiscal year) would decrease by 80,000. 

Although DoD has replaced military personnel with 
civilian employees before (converting about 48,000 mil¬ 
itary positions to 32,000 civilian jobs between 2004 and 
2010), only a small percentage of all military positions 
have been reviewed for that purpose. Moreover, the mix 
of military and civilian employees used to perform vari¬ 
ous commercial functions differs across the services. The 
Army fills 27 percent of its finance and accounting jobs 
with military personnel, for example, whereas the Marine 
Corps staffs 64 percent of those jobs with military per¬ 
sonnel. The Navy employs military personnel for 8 per¬ 
cent of its jobs in motor vehicle transportation services; 
the Air Force, 67 percent. If each service adopted the 
personnel mix with the lowest percentage of military per¬ 
sonnel in commercial occupations, up to 100,000 jobs 


currently held by military personnel could be opened to 
civilians, the Congressional Budget Office estimates. 

Effects on the Budget 

By CBO’s estimate, replacing 80,000 military personnel 
with 64,000 civilian employees would reduce discre¬ 
tionary outlays by about $14 billion between 2019 
and 2028 if appropriations were reduced accordingly. 
Most of the savings would come from replacing military 
personnel with fewer civilians. (CBO estimates that the 
cost of each civilian employee in the occupations exam¬ 
ined in this option is only a few percentage points lower 
than the cost of a military service member, on average.) 
The long-term savings from this option would exceed 
the amounts shown here because some of the budgetary 
effects would not be fully realized for a few decades, 
when new employees began to retire and collect benefits. 
For example, most of the costs of deferred benefits, such 
as health care that DoD provides to military retirees 
under age 65 and that the Department of Veterans 
Affairs offers to veterans of all ages, occur beyond the 
10-year budget period. In addition, the higher tax reve¬ 
nues that would flow to the federal government because 
a smaller proportion of civilian pay than military pay is 
exempt from federal taxation are not shown here. 

The savings under this option would reach about $2 bil¬ 
lion a year, but not until around 2024, when the replace¬ 
ment of the military personnel with the smaller number 
of civilians was complete. Fewer civilians could perform 
the work done by the military personnel they replace 
because those civilians receive less on-the-job training, 
do not have to devote part of the work year to general 
military training, and typically do not rotate among 
positions as rapidly as military personnel do. Savings 
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would be proportionally smaller if fewer military person¬ 
nel were replaced with civilians, but at the same ratio of 
1:1.25. If, instead, a given number of military person¬ 
nel were replaced with even fewer civilians, the savings 
would be larger, although using replacement ratios above 
1:1.25 would boost the risk that capabilities would be 
lessened. (It would probably be increasingly difficult for 
fewer and fewer civilians to perform the same quantity 
of services—at the same quality—that a given number of 
military personnel could perform.) 

The savings in this option are somewhat uncertain, for 
at least two reasons. First, the number of military posi¬ 
tions in support jobs could be smaller in the future. For 
instance, DoD could respond to changes in the national 
security environment or new missions by restructuring 
its military forces and converting military positions in 
support jobs to combat positions. Such actions would 
result in fewer military positions being available for 
transfer to civilians. Second, the average cost of civilian 
employees in comparison with the cost of military per¬ 
sonnel could change. Compensation for the occupations 
examined in this option, many of which are profes¬ 
sional, could grow at a slower rate than military pay in 
the future. In that event, the average pay of the added 
civilians relative to the average pay of the eliminated 


military positions would fall, increasing the potential 
savings. 

Other Effects 

One argument for converting military to civilian posi¬ 
tions is that civilians require, on average, less job-specific 
training over their careers. Unlike military personnel, 
civilian employees are not subject to frequent transfers, so 
the military services can employ, on average, fewer civil¬ 
ians to provide the same quantity and quality of services. 

An argument against this option is that even though 
many service members might spend part of their career 
in jobs that could be performed by civilians, most 
are trained fighters who could be deployed if needed. 
Replacing such military personnel with civilians could 
reduce DoD’s ability to surge quickly if called upon to 
do so. Moreover, despite the potential cost savings, the 
military services try to avoid converting certain types 
of positions because doing so could lead to reductions 
in effectiveness or morale and hinder their workforce 
management objectives. For example, the Navy provides 
shore positions for sailors so that they do not spend their 
entire career at sea—even though some of those positions 
could be filled at a lower cost by civilians. 


RELATED CBO PUBLICATION ■. Replacing Military Personnel in Support Positions With Civilian Employees (December 2015), 
www.cbo.gov/publication/51012 
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Discretionary Spending—Option 5 Function 050 

Cancel Plans to Purchase Additional F-35 Joint Strike Fighters and Instead Purchase F-16s and F/A-18s 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Planned Defense Spending 












Budget authority 

0 

-2.4 

-2.3 

-2.0 

-2.2 

-2.6 

-1.0 

-0.5 

-1.1 

-2.1 

-8.9 -16.2 

Outlays 

0 

-0.3 

-0.8 

-1.5 

-1.8 

-2.0 

-2.1 

-1.8 

-1.3 

-1.2 

-4.4 -12.8 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 


Background 

The F-35 Joint Strike Fighter program is the military’s 
largest aircraft development program. As a stealthy 
aircraft, the F-35 is difficult for adversaries to detect 
by radar and other air defense sensors. The program is 
producing three versions of that aircraft: the conven¬ 
tional takeoff F-35A for the Air Force, the short takeoff 
and vertical landing (STOVL) F-35B for the Marine 
Corps, and the carrier-based F-35C for the Navy. The 
Department of Defense (DoD) has received appro¬ 
priations for 542 F-35s through 2019: 338 F-35As, 

135 F-35Bs, and 69 F-35Cs. Current plans call for pur¬ 
chasing 1,914 more F-35s through 2044. According to 
DoD, the remaining costs to complete the program will 
amount to $253 billion (in nominal dollars). The Marine 
Corps’ and the Air Force’s versions of the F-35 entered 
operational service in 2015 and 2016, respectively. The 
Navy expects to declare its version operational in 2019. 

Option 

Under this option, DoD would halt further production 
of the F-35 and instead purchase the most advanced 
versions of older, nonstealthy fighter aircraft that are 
still in production. Through 2028, the Air Force would 
purchase 510 F-16 Fighting Falcons, and the Navy 
and Marine Corps would purchase 394 F/A-18 Super 
Hornets. Those purchases would occur on the same 
schedule as that currently in place for the F-35s. The ser¬ 
vices would continue to operate the 429 F-35s that have 
already been purchased. 

Effects on the Budget 

By the Congressional Budget Office’s estimates, this 
option would reduce budget authority by about 


$16 billion from 2020 through 2028, provided that 
appropriations were reduced accordingly. The savings are 
based on procurement cost estimates DoD published in 
its December 2017 Selected Acquisition Report for the 
F-35 program and CBO’s estimate of current prices for 
F-l6s and F/A-18s. In terms of outlays, savings would be 
about $13 billion from 2020 through 2028. The remain¬ 
ing $3 billion reduction in outlays corresponding to 
the reduction in budget authority through 2028 would 
occur in later years. Reductions in outlays lag reductions 
in budget authority because DoD pays for aircraft as 
expenses are incurred. For example, CBO projects that 
most of the outlays to procure new military aircraft 
would occur over four years to account for the time 
required to negotiate contracts, manufacture and deliver 
the aircraft, and process the final payments. 

CBO did not include possible changes in operation and 
maintenance costs under this option because the cost to 
operate an established fleet of F-35s remains uncertain. 
On the one hand, F-35s are now expected to be more 
expensive to operate than new F-l6s or F/A-18s on a 
per-aircraft basis. On the other hand, any decrease in 
operation costs that might accrue from reducing the 
types of fighters in service would be delayed under this 
option. For example, F-16s would remain in the Air 
Force’s inventory longer than currently planned, and the 
Marine Corps would need to operate new F/A-18s along 
with its F-35Bs. The savings under this option could be 
higher or lower depending on the relative magnitude of 
such factors. 

Additional procurement savings would accrue from 2029 
through 2044 if DoD purchased F-l6s and F/A-18s 
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instead of the F-35s that are scheduled to be purchased 
in those later years. However, the Navy and Air Force 
are both considering the development of entirely new 
aircraft with fighter-like capabilities to be fielded in the 
2030s, making it unlikely that F-16 and F/A-18 pur¬ 
chases would continue much beyond 2028. It is unclear 
how the costs to develop and purchase entirely new air¬ 
craft would compare with the costs of current plans for 
the F-35 or continued purchases of F-16s and F/A-18s 
under this option. It might also be possible to scale back 
this option by purchasing a mix of F-35s, F-16s, and 
F/A-18s over the next 10 years instead of replacing all 
F-35 purchases with F-l6s and F/A-18s. That middle 
course of action would probably yield little or no savings, 
however; the unit costs of all three types of aircraft would 
be higher because each of their production rates would 
be lower. 

Other Effects 

An advantage of this option is that it would reduce 
the cost of replacing DoD’s older fighter aircraft while 
still providing new F-l6s and F/A-18s with improved 
capabilities—including modern radar, precision 


weapons, and digital communications—that would 
be able to defeat most of the threats that the United 
States is likely to face in the coming years. The F-35s 
that have already been purchased would augment the 
stealthy B-2 bombers and F-22 fighters that are currently 
in the force, improving the services’ ability to operate 
against adversaries equipped with advanced air defense 
systems. The military has successfully operated a mix of 
stealthy and nonstealthy aircraft since the advent of the 
F-117 stealth fighter in the 1980s. 

A disadvantage of this option is that a force composed of 
a mix of stealthy and nonstealthy aircraft would be less 
flexible against advanced enemy air defense systems. If 
the United States was unable to neutralize such defenses 
early in a conflict, then the use of F-l6s and F/A-18s 
might be limited, effectively reducing the number of 
fighters that the United States would have at its disposal. 
Although the Marine Corps would end up with fewer 
STOVL fighters capable of operating from amphibious 
assault ships under this option, enough F-35Bs have 
already been purchased to fully replace the STOVL 
AV-8B Harriers that perform that function today. 


RELATED OPTION: Discretionary Spending, “Reduce the Size of the Fighter Force by Retiring the F-22” (page 150) 

RELATED CBO PUBLICATIONS: Long-Term Implications of the 2019 Future Years Defense Program (forthcoming); The Cost of 
Replacing Today's Air Force Fleet (December 2018), www.cbo.gov/publication/54657; The Depot-Level Maintenance of DoD’s Combat 
Aircraft: Insightsfor the F-35 (February 2018), www.cbo.gov/publication/53543; Strategiesfor Maintaining the Navy's and Marine 
Corps’Inventories ofFighter Aircraft (May 2010), www.cbo.gov/publication/21251; Alternativesfor Modernizing U.S. Fighter Forces 
(May 2009), www.cbo.gov/publication/4ll81 
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Discretionary Spending—Option 6 

Function 050 

Stop Building Ford Class Aircraft Carriers 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Planned Defense Spending 












Budget authority 

0 

0 

-1.0 

-1.6 

-2.0 

-1.9 

-1.9 

-2.7 

-3.5 

-3.7 

-4.5 -18.2 

Outlays 

0 

0 

-0.1 

-0.3 

-0.7 

-1.1 

-1.4 

-1.7 

-2.1 

-2.5 

-1.1 -9.9 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 


Background 

The Administration’s 2019 budget calls for maintaining 
a fleet of 11 aircraft carriers and 9 active-duty naval air 
wings. (The number of active air wings is two less than 
the number of carriers because normally two of the 
Navy’s carriers are having their nuclear reactors refueled 
or undergoing other major maintenance at any particu¬ 
lar time.) Aircraft carriers are accompanied by a mix of 
surface combatants (typically cruisers and destroyers) to 
defend against enemy aircraft, ships, and submarines. 
The Navy calls such a force a carrier strike group. 

Option 

Under this option, the Navy would stop building new 
aircraft carriers after completion of the third of its mod¬ 
ern Ford class carriers, the Enterprise, which lawmakers 
authorized in 2018 and which is expected to be com¬ 
pleted in 2027. Thus, plans to start building the fourth 
Ford class carrier in 2023 would be canceled, as would 
the Navy’s plans to purchase additional carriers in sub¬ 
sequent years. (Under its current 30-year shipbuilding 
plan, the Navy would purchase a new carrier every four 
or five years. Because those ships are expensive and take 
a long time to build, the Congress appropriates funds 
for construction over eight years, beginning two years 
before a ship is authorized for purchase by the Congress. 
Funding for the Enterprise began in 2016.) 

Effects on the Budget 

Savings under this option would result exclusively from 
not buying new carriers; those savings would be offset 
partially by higher costs for building nuclear-powered 
submarines and for refueling the Navy’s existing carri¬ 
ers, because the fixed overhead costs of the commercial 


shipyard performing that work would be allocated to 
fewer programs. (The same shipyard that builds and 
overhauls aircraft carriers also builds parts of submarines. 
Some of that shipyard’s overhead costs that are currently 
associated with building new carriers would instead be 
charged to submarine programs and to refueling carriers, 
increasing the total costs of those programs.) 

This option would reduce discretionary budget authority 
by about $18 billion from 2021 through 2028 compared 
with costs under the Department of Defense’s plans, 
the Congressional Budget Office estimates. Outlays 
would decrease by nearly $ 10 billion over that period. 
(For carrier construction, outlay savings are substan¬ 
tially less than budget authority savings; because carriers 
are built over nine-year periods, the outlay savings are 
not fully captured within the 10-year period of this 
option.) The savings were determined by eliminating the 
Administration’s funding request from 2021 through 
2023 for the fourth carrier and by estimating (using 
CBO’s figures) the costs of construction for that ship as 
well as the fifth ship from 2024 through 2028. 

The estimate of savings is reasonably certain under this 
option because the cost of the fourth and fifth carri¬ 
ers will be very similar, after adjusting for inflation, to 
the cost of the third carrier. Some uncertainty remains 
(about inflation in the costs of material and labor, for 
example), but it is small—implying a change in costs 
that is within a few percentage points of the total cost of 
an aircraft carrier. 

Additional savings would be realized after 2028 because 
the Navy would no longer be purchasing new aircraft 
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carriers and because it would need to buy fewer aircraft 
to put on its carrier fleet, which would slowly shrink as 
old ships were retired from the fleet. The savings under 
this option would accrue only if the Navy did not buy 
other weapon systems to replace the capability and 
capacity that it lost by not purchasing additional carriers. 

Other Effects 

One argument in favor of this option is that the existing 
fleet and the carriers under construction would main¬ 
tain the current size of the carrier force for a long time 
because the ships are designed to operate for 50 years. 
Three Ford class carriers, including the Enterprise, have 
been delivered or are under construction. They will 
replace the first three Nimitz class carriers when they are 
retired in the 2020s and early 2030s; so as late as 2036, 
the Navy would still field 11 carriers under this option. 
The size of the carrier force would decline thereafter, 
however, falling to 6 ships by 2048. If national secu¬ 
rity interests made additional carriers necessary in the 
future, the Navy could restart production. But doing so 
would be more expensive and complex than building 
new carriers is today, and it takes years to construct such 
large ships. Building new designs of small warships is a 
challenge; relearning how to build the largest warship 
ever produced would pose much greater challenges for 
the shipyard tasked with the job. 

Another argument in favor of this option is that, as 
new technologies designed to threaten and destroy 
surface ships are developed and are acquired by more 
countries, the large aircraft carrier may cease to be an 
effective weapon system for defending the United States’ 
interests overseas. Among the technologies that might 
threaten the carrier in the future are long-range super¬ 
sonic antiship cruise missiles, antiship ballistic missiles, 
very quiet submarines, and satellite and other tracking 
systems. If the United States’ defensive capabilities failed 
to keep pace with advances in antiship technologies, the 
Navy’s large surface warships may face much greater risks 


in the future. If over the next 20 years the technologies 
to detect, track, and attack the Navy’s aircraft carriers 
advanced to such an extent that it could not effectively 
defend against those new weapons, then any large invest¬ 
ment in new carriers that the Navy made today would 
ultimately not be cost-effective. 

An argument against this option is that ceasing produc¬ 
tion of aircraft carriers could hamper the Navy’s fighting 
ability. Since World War II, the aircraft carrier has been 
the centerpiece of the U.S. Navy. According to the Navy, 
each of its 10 older Nimitz class carriers can sustain 
95 strike sorties per day and, with each aircraft carrying 
four 2,000-pound bombs, deliver three-quarters of a 
million pounds of bombs each day. That firepower far 
exceeds what any other surface ship can deliver. The new 
Ford class aircraft carriers will be able to sustain even 
more sorties each day. 

Another argument against this option is that carriers may 
prove adaptable to a future environment that includes 
more sophisticated threats to surface ships—perhaps 
through the development of new weapon systems on the 
carriers. Since World War II, carriers have transported 
many different types and generations of aircraft. The 
Navy is now developing long-range unmanned aircraft 
that would be capable of striking an enemy’s shores while 
allowing the carrier to operate outside the range of most 
air and missile threats. Equipping long-range unmanned 
aircraft with long-range, precision, stealthy munitions 
could extend the life of the aircraft carrier as an effective 
weapon system for decades to come. Furthermore, the 
Navy is developing new technologies that may make the 
defense of large surface ships economically and tactically 
effective. Energy-based weapons designed to shoot down 
incoming missiles could be more cost-effective than 
today’s ship defenses, which rely primarily on missiles. 

In short, if either of those technological developments 
occurred, then the large aircraft carrier could remain a 
potent weapon system into the distant future. 


RELATED OPTION: Discretionary Spending, “Reduce Funding for Naval Ship Construction to Historical Levels” (page 136) 

RELATED CBO PUBLICATIONS: Long-Term Implications ofthe 2019 Future Years Defense Program (forthcoming); An Analysis of the 
Navy’s Fiscal Year 2019 Shipbuilding Plan (October 2018), www.cbo.gov/publication/54564; How CBO Estimates the Costs of New Ships 
(April 2018), www.cbo.gov/publication/53785; Comparing a 355-Ship Fleet With Smaller Naval Forces (March 2018), www.cbo.gov/ 
publication/53637; Costs of Building a 355-Ship Navy (April 2017), www.cbo.gov/publication/52632 
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Discretionary Spending—Option 7 

Function 050 

Reduce Funding for Naval Ship Construction to Historical Levels 



Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Planned Defense Spending 













Budget authority 

0 

-4.6 

-7.6 

-9.3 

-8.5 

-8.6 

-8.8 

-9.0 

-9.2 

-9.4 

-29.8 

-74.7 

Outlays 

0 

-0.3 

-1.6 

-3.4 

-5.2 

-6.5 

-7.5 

-8.0 

-8.4 

-8.7 

-10.5 

-49.7 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 


Background 

The Navy’s fiscal year 2019 shipbuilding plan proposes 
buying 301 new ships over the next 30 years at an aver¬ 
age cost of about $27 billion per year (in 2018 dollars), 
the Congressional Budget Office estimates. Including 
the costs of all activities funded by the Navy’s shipbuild¬ 
ing account, such as refueling nuclear-powered aircraft 
carriers and outfitting new ships, the average annual 
cost of implementing the plan is about $29 billion. That 
amount is 80 percent more than the average of $16 bil¬ 
lion per year (in 2018 dollars) that the Navy has spent 
on shipbuilding over the past 30 years. 

Option 

This option would decrease budget authority for 
naval ship construction to the 30-year average in real 
(inflation-adjusted) terms. 

Effects on the Budget 

If funding for ship construction was reduced to its 
30-year average, discretionary budget authority would 
decline by about $75 billion through 2028 compared 
with amounts under the Department of Defense’s 
(DoD’s) plans. Outlays would fall by a total of about 
$50 billion over that period, CBO estimates. (For naval 
ship construction, outlay savings are usually substantially 
less than budget authority savings. Because most ships 
are built over many years, outlay savings are not fully 
captured within the 10-year period.) 

The savings were determined by calculating the differ¬ 
ence between historical average funding and amounts in 
DoD’s 2019 Future Years Defense Program (FYDP) and 


CBO’s extension of that plan. To determine the histori¬ 
cal average for shipbuilding, CBO adjusted the amount 
of appropriated dollars over the past 30 years using 
an index for naval shipbuilding provided by the Navy. 
Because CBO’s estimates are in nominal dollars, the 
future savings in nominal dollars are calculated against 
the historical average, which then grows at the rate of 
the shipbuilding index. For the extension of DoD’s 
FYDP, CBO’s method relies on historical experience, 
with adjustments for four factors: rate (the production 
efficiencies that are made possible when several ships of 
the same type are built simultaneously or in close succes¬ 
sion at a given shipyard), learning (the gains in efficiency 
that accrue over the duration of a ship’s production 
as shipyard workers gain familiarity with a particular 
ship model), acquisition strategy (such as whether ship 
contracts are granted directly to a company or awarded 
as the result of a competitive process), and economic 
factors. 

Specifically, this option would reduce the number of 
ships that the Navy plans to purchase over the next 
30 years from 301 to 177, decreasing the number to be 
purchased over the 2019-2028 period from 110 to 71. 
The cuts would affect several types of ships in the Navy’s 
fleet: surface combatants, attack submarines, amphibi¬ 
ous ships, and combat logistics and support ships. The 
number of aircraft carriers, would remain unchanged, 
however, to comply with a statutory requirement that 
the Navy maintain a force of at least 11 such ships. The 
number of ballistic missile submarines also would not be 
affected by the cuts, because Navy officials consider those 
ships their highest acquisition priority. 
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The savings in this option are somewhat uncertain 
because the final costs of some types of ships the Navy 
plans to buy over the next 10 years are uncertain. For 
example, the Navy plans to buy 16 new frigates by 2028, 
but the design, size, capabilities, and cost of those ships 
have not yet been determined. (Five companies with 
designs for ships that vary between 3,000 tons and 6,500 
tons are competing for the program.) In the case of other 
ships, such as the new Columbia class ballistic missile 
submarine, CBO’s estimates of their costs are higher 
than the Navy’s, and even those higher estimates could 
be too low based on historical cost growth of new ship 
construction programs. 

Savings under this option could be adjusted by buying 
more or fewer ships. A higher level of funding, albeit 
less than that under the Navy’s 2019 plan, could main¬ 
tain today’s fleet at or around its current 284 ships, for 
example. Conversely, a level of funding lower than the 
30-year historical average, such as the level of f unding in 
the 1990s, would result in an even smaller Navy by 2048 
than the one envisioned under this option. 

Other Effects 

An argument in favor of reducing funding for ship 
construction is that the Navy would still have a pow¬ 
erful fleet in 2028 and beyond. Because ships take a 
long time to build and then serve in the fleet for 25 to 
50 years, even with the cuts the size of the fleet would 
grow by nearly the same amount through 2028 under 
this option as it would under the 2019 plan. Under the 
Navy’s 30-year plan, the fleet would grow to 313 ships 
by 2028 and to 335 ships by 2048. Under this option, 
the fleet would grow to 308 ships by 2028, at which 
point it would steadily decline to 228 ships by 2048. 

As the fleet grew to 308 ships over the next 10 years, 
it would require more sailors to crew the additional 
ships and more personnel, both military and civilian, to 
support those ships and sailors. More money also would 
be needed to operate and maintain those ships. As the 
fleet declined in size thereafter, fewer personnel would be 
required. Operating and support costs would continue to 


rise, though, because of real growth in those costs above 
general inflation in the economy. As a result, even the 
smaller fleet in 2048 would cost more to operate and 
maintain than today’s fleet. 

An argument against this option is that it would further 
decrease the size of the fleet over the next 30 years. The 
fleet has already shrunk over the past 30 years: Since 
1987, the number of ships has fallen by more than 
50 percent—from 568 to 285. With a smaller fleet, the 
Navy may not have the forces that it needs to imple¬ 
ment its war plans if a conflict was to erupt. The Navy’s 
shipbuilding plan is based on the 2016 force structure 
assessment, which concluded that the Navy needs a 
minimum of 355 ships in its fleet to deploy an adequate 
number overseas in the event of a major conflict. At any 
given time, some ships are undergoing long-term main¬ 
tenance or are in the early stages of training and thus 
are unavailable to be immediately deployed, so the Navy 
must maintain more ships in the fleet than it would 
need to fight. Some observers, pointing to the increas¬ 
ing assertiveness with which Russia and China conduct 
foreign relations, have noted that the world appears 
to be entering an era of renewed competition between 
major powers. Decreasing funding for shipbuilding and 
substantially reducing the size of the fleet would, over the 
long run, result in the Navy having fewer ships than it 
says it needs to protect the United States’ interests over¬ 
seas in the event of a conflict with another major power. 

Another argument against this option is that it could 
lead the Navy to reduce its overseas presence. Today the 
Navy operates more than a third of its fleet—or about 
100 ships—overseas. If the fleet was smaller, it is likely 
that fewer ships would be based overseas in peacetime. 

The Navy could, however, maintain the same level of 
presence with a smaller fleet by stationing more ships 
overseas, increasing the practice of rotating crews to 
forward-deployed ships to keep them on station longer, or 
extending the length of deployments. But those measures 
would cost money and, in the case of longer deployments, 
place greater stress on the crews that operate the ships. 


RELATED OPTION: Discretionary Spending, “Stop Building Ford Class Aircraft Carriers” (page 134) 

RELATED CBO PUBLICATIONS: Long-Term Implications of the 2019 Future Years Defense Program (forthcoming); An Analysis of the 
Navy’s Fiscal Year 2019 Shipbuilding Plan (October 2018), www.cbo.gov/publication/54564; How CBO Estimates the Costs of New Ships 
(April 2018), www.cbo.gov/publication/53785; Comparing a 355-Ship Fleet With Smaller Naval Forces (March 2018), www.cbo.gov/ 
publication/53637; Costs of Building a 355-Ship Navy (April 2017), www.cbo.gov/pubbcation/52632; Preserving the Navy’s Forward 
Presence With a Smaller Fleet (March 2015), www.cbo.gov/publication/49989 
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Discretionary Spending—Option 8 

Function 050 

Reduce the Size of the Nuclear Triad 



Billions of Dollars 

2019 

2020 2021 

2022 

2023 

2024 2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 



Retain a Nuclear Triad With 10 Submarines, 300 ICBMs, and 1,550 Warheads 

Change in Planned Defense Spending 










Budget authority 

0 

0.1 -1.0 

-0.3 

-0.9 

-1.7 -1.9 

-1.2 

-4.0 

-0.4 

-2.1 -11.2 

Outlays 

0 

* * 

-0.3 

-0.5 

-0.8 -1.1 

-1.3 

-1.5 

-2.0 

LD 

CO 

o 



Retain a Nuclear Triad With 8 Submarines, 150 ICBMs, and 1,000 Warheads 

Change in Planned Defense Spending 










Budget authority 

0 

-0.1 -1.1 

-0.4 

-0.9 

-1.6 -2.0 

-1.7 

-4.5 

-0.8 

-2.5 -13.1 

Outlays 

0 

* -0.1 

-0.4 

-0.5 

-0.8 -1.2 

-1.5 

-1.9 

-2.4 

-1.0 -8.9 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 

ICBM = intercontinental ballistic missile; * = between -$50 million and $50 million. 


Background 

The United States’ nuclear deterrence strategy, devel¬ 
oped during the Cold War, is built around the strategic 
nuclear triad, which comprises long-range bombers, 
intercontinental ballistic missiles (ICBMs), and subma¬ 
rines that launch ballistic missiles (SSBNs). Each com¬ 
ponent of the triad plays a particular role that comple¬ 
ments the other two. Bombers provide flexibility, and 
by changing the pace or location of their operations, the 
United States can signal intent to an adversary. ICBMs 
provide the most rapid response, and their dispersed 
underground silos present several hundred targets that 
an adversary would need to destroy to disable the United 
States’ nuclear forces. The ability of SSBNs to remain on 
alert while submerged and undetectable for long periods 
makes them the most difficult of the three components 
to destroy and ensures that the United States can retali¬ 
ate against a nuclear attack. That ability to retaliate and 
assure the destruction of an adversary who launched a 
nuclear attack helps provide stability during a crisis by 
deterring adversaries from using nuclear weapons. 

The most recent arms control treaty between the United 
States and Russia, New START, limits strategic forces 
to 700 deployed delivery systems and 1,550 deployed 
warheads. (The treaty also limits forces to 800 total 
deployed and nondeployed delivery systems.) To comply 


with those limits, which took effect in 2018, the United 
States maintains a nuclear force consisting of the fol¬ 
lowing components: 12 deployed (14 total) Ohio class 
SSBNs that together carry up to 1,090 warheads on 
240 missiles; 400 deployed (454 total) Minuteman III 
ICBMs, each carrying a single warhead; and 60 deployed 
(66 total) B-52H and B-2A bombers, each of which 
counts as a single warhead under the treaty’s rules. 

Almost all components of the United States’ nuclear 
forces are scheduled to be modernized (refurbished or 
replaced by new systems) over the next 20 years. Current 
plans call for developing and purchasing 12 new SSBNs, 
642 new ICBMs (of which up to 450 would be fielded 
in existing silos after the silos were refurbished, and 
the remainder would be spares and test stock), and 80 
to 100 B-21 bombers, the next-generation long-range 
strategic bombers now under development. Through the 
mid-2030s, modernization is expected to nearly double 
the amount spent annually on nuclear forces (currently 
about $30 billion). 

Option 

This option would reduce the costs of modernization by 
retiring some existing delivery systems early and by pur¬ 
chasing fewer of the new systems. It would still allow the 
United States to retain the strategic benefits provided by 






CHAPTER THREE: DISCRETIONARY SPENDING OPTIONS 


OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 139 


the complementary roles of the triad’s three components. 
The Congressional Budget Office examined two alter¬ 
native approaches to reducing the size of the triad: The 
first would keep U.S. forces at the New START limit of 
1,550 warheads, and the second would make deeper cuts 
and reduce the number of deployed warheads to 1,000. 
Neither alternative would change the size or composi¬ 
tion of the planned bomber fleet because the number 
of bombers is determined largely by their conventional 
(that is, nonnuclear) mission. 

The first alternative would reduce forces to 10 SSBNs 
and 300 ICBMs and would load more warheads on 
SSBNs or ICBMs. Under that alternative, the Navy 
would retire 4 Ohio class SSBNs at a rate of one per 
year starting in 2020; delay by one year the purchase of 
new SSBNs included in its current shipbuilding plan, 
starting with the second submarine, which is slated to be 
procured in 2024; and cancel orders for the last 2 SSBNs 
scheduled to be purchased under the current plan. In 
addition, the Department of Defense (DoD) would 
retire 150 ICBMs—50 each year for three years starting 
in 2020—and procure 482 new ICBMs instead of the 
642 that are in the current plan. 

The second alternative under this option would make 
deeper cuts to forces but still retain a triad structure. 
Under that alternative, the Navy would field 8 SSBNs, 
and the Air Force would deploy 150 ICBMs. That force 
level would be reached by retiring existing systems early, 
starting in 2020, and by purchasing fewer replacement 
systems. 

Effects on the Budget 

Over the next decade, the first alternative would reduce 
discretionary budget authority by about $ 11 billion 
compared with amounts under DoD’s plan, CBO esti¬ 
mates. Outlays would decrease by a smaller amount— 
nearly $8 billion over that period—because the budget 
authority provided would not be spent right away since 
developing new systems requires extensive research and 
planning. The majority of savings from this alternative 
would occur after 2028, when DoD would purchase 
fewer new systems and operate fewer systems overall than 
it would under its current plan. 

The second alternative would reduce discretionary bud¬ 
get authority through 2028 by about $13 billion com¬ 
pared with amounts under DoD’s plan. Outlays would 
decrease by about $9 billion. As with the first alternative, 


the majority of savings would occur after 10 years, when 
DoD would purchase and operate fewer modernized 
systems. 

Even though the second alternative would cut roughly 
twice as many systems as the first alternative, the savings 
under the second alternative would be considerably less 
than twice as much as under the first alternative. (For the 
new systems, 4 fewer submarines and 320 fewer ICBMs 
would be purchased in the second alternative, compared 
with 2 fewer submarines and 160 fewer ICBMs in the 
first alternative; for the existing generation of systems, 

6 submarines and 300 ICBMs would be retired early in 
the second alternative, compared with 4 submarines and 
150 ICBMs in the first alternative.) That nonlinear scal¬ 
ing results from two primary causes. In both alternatives, 
even though fewer new systems would eventually be pur¬ 
chased, CBO assumed those canceled purchases would 
come at the end of the production run, which would 
occur after 2028. Also, the early retirement of existing 
systems would occur gradually under this option. Thus, 
the retirements of the additional systems in the second 
alternative would occur later in the 10-year period, so 
DoD would have fewer years in which to accrue savings 
from forgoing operations. 

CBO’s estimate of the costs of this option involves some 
uncertainty. Flistorically, programs that develop new 
systems have often experienced costs that exceed initial 
estimates. Development of the new submarines and 
ICBMs may cost more than estimated—particularly for 
the ICBM, which is in the very early design stages for 
its new missile. Another source of uncertainty concerns 
the savings that would accrue from the early retirement 
of existing systems. CBO’s estimate is based on a model 
in which half of the operating costs for a system are 
fixed, and half vary linearly with the number of systems 
deployed (for example, retiring 50 percent of the ICBMs 
would result in a savings of 25 percent in operating 
costs). Flowever, actual savings from early retirements 
may not follow that model. 

Other Effects 

An argument in favor of the first alternative is that it 
would reduce the cost of nuclear modernization without 
sacrificing the complementary roles of the triad or reduc¬ 
ing the size of nuclear forces significantly below those 
permitted under New START. In addition, scaling back 
plans now might lessen the chances of troubled programs 
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being canceled later and thus might prevent development 
funding for such programs from being wasted. 

An argument against the first alternative is that it would 
decrease the capabilities of nuclear forces. In particu¬ 
lar, with fewer submarines the Navy might not be able 
to meet its current goals for the number of SSBNs on 
patrol, even though the number of warheads deployed 
with the submarine fleet could remain the same as under 
the current plan. In addition, cutting the number of 
ICBMs that were deployed by one-third would present 
fewer targets to an adversary, thereby increasing the like¬ 
lihood that the adversary could disable that component 
of the United States’ nuclear triad. 

The arguments for and against the first alternative also 
apply to the second alternative. Another argument 
in favor of the second alternative is that a force with 
1,000 warheads would continue the trend started by 
earlier arms control treaties, which have made the United 
States’ current nuclear arsenal about 85 percent smaller 
than it was at its peak during the Cold War. Some 
analysts argue that further reduction would strengthen 
efforts at preventing nuclear proliferation by continuing 
the United States’ compliance with the Nuclear Non- 
Proliferation Treaty, in which countries with nuclear 
weapons agreed to work toward reducing and eventually 
eliminating such weapons and, in exchange, coun¬ 
tries without nuclear weapons agreed to not develop 
or acquire them. Moreover, proponents would argue, 
a smaller force would still be sufficient for deterrence: 

The official Nuclear Weapons Employment Strategy of the 
United States, released in 2013, states that the United 


States could maintain a “strong and credible” strategic 
nuclear deterrent with about one-third fewer weapons 
deployed than the number allowed under New START. 

An argument against the second alternative is that 
reducing U.S. nuclear forces in the current geopolitical 
environment could spark new arms races and might 
increase the chances that an adversary would launch a 
nuclear attack on the United States. For example, the 
most recent Nuclear Posture Review, released in 2018, 
concludes that the geopolitical environment has deteri¬ 
orated markedly since the last Nuclear Posture Review in 
2010 and that the world has returned to a state of “Great 
Power” competition. In that international atmosphere, 
a new arms control agreement would have little chance 
of being reached, so a decision by the United States to 
reduce its stockpile to 1,000 warheads would be unilat¬ 
eral, which some analysts argue could reduce strategic 
stability. Internationally, allies that do not have their 
own nuclear weapons and thus rely on U.S. nuclear 
forces to deter attacks would probably oppose such cuts. 
If they determined that a reduction to 1,000 warheads 
signaled that the United States was less committed to 
protecting them than it has been in the past, they might 
choose to pursue their own nuclear weapons programs, 
which could provoke regional arms races. Furthermore, 
this alternative would diminish the capabilities of U.S. 
nuclear forces even more than the first alternative. The 
possibility of the Navy’s encountering difficulties in 
meeting its goals for the number of SSBN patrols under 
this alternative would therefore be greater than under 
the first alternative, and the smaller ICBM force would 
present even fewer targets to an adversary. 


RELATED OPTIONS: Discretionary Spending, “Cancel the Long-Range Standoff Weapon” (page 141), “Cancel Development and Production 
of the New Missile in the Ground-Based Strategic Deterrent Program” (page 157) 

RELATED CBO PUBLICATIONS: Approachesfor Managing the Costs of U.S. Nuclear Forces, 2017 to 2046 (October 2017), www.cbo.gov/ 
publication/53211; Projected Costs of U.S. Nuclear Forces, 2015 to 2024 (January 2015), www.cbo.gov/publication/49870 
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Discretionary Spending—Option 9 

Function 050 

Cancel the Long-Range Standoff Weapon 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Planned Defense Spending 












Budget authority 

0 

-1.4 

-1.2 

-1.2 

-1.2 

-1.2 

-1.2 

-1.6 

-2.1 

-2.0 

-5.0 -13.3 

Outlays 

0 

-0.8 

-1.2 

-1.2 

-1.2 

-1.2 

-1.2 

-1.2 

-1.4 

-1.6 

-4.4 -11.0 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 


Background 

Long-range bombers are one of the three components of 
the strategic nuclear triad, which also includes interconti¬ 
nental ballistic missiles and submarine-launched ballis¬ 
tic missiles. Nearly all of the systems that make up the 
nuclear triad are scheduled to be refurbished or replaced 
with new systems over the coming decades. Over the 
next 20 years, modernization efforts are expected to 
nearly double the total amount that the United States 
spends annually on nuclear forces (currently about 
$30 billion). 

Since 1945, the United States has used nuclear-capable 
bombers to deter adversaries and assure allies during 
crises—by increasing the pace of their operations (for 
example, by raising their alert level or by maintaining 
alert bombers in the air at all times) or by deploying the 
aircraft to areas of potential conflict. Bomber weapons 
are effective only if they are able to penetrate air defenses 
to reach their targets. To ensure that capability, the Air 
Force relies on hard-to-detect platforms, including cruise 
missiles that can deliver a warhead when launched from 
a bomber operating safely away from air defenses, and 
stealthy manned bombers that can fly into defended air¬ 
space and drop short-range gravity bombs from directly 
above targets. Currently, the Air Force fields two types 
of long-range bombers that can carry nuclear weapons, 
both of which can also perform conventional missions: 
the B-52H, which carries the Air-Launched Cruise 
Missile (ALCM), and the stealthy B-2A, which carries 
several varieties of nuclear gravity bombs. In addition, 
some shorter-range tactical aircraft—specifically the 


F-15E and, in the future, the F-35A—are capable of 
carrying nuclear gravity bombs. 

Nearly all components of the nuclear bomber force 
are slated for modernization over the coming decades 
through the combined efforts of the Department of 
Defense (DoD) and the Department of Energy (DOE). 
The centerpiece of the nuclear bomber modernization 
effort is the development of a new stealthy bomber, the 
B-21. Two other programs focus on the development of 
new weapons for that bomber. In one program, the B61- 
12 life extension program (LEP), DOE is working to 
refurbish and combine several varieties of the B61 bomb 
into a single hybrid design. In the other program, DoD 
is developing the Long-Range Standoff Weapon (LRSO), 
a new nuclear air-launched cruise missile that will carry a 
warhead that DOE will produce. Plans call for the B-21 
to be capable of carrying both the B61-12 bomb and the 
LRSO. 

Option 

This option would cancel the LRSO but retain the 
B61-12 LEP. Thus, the Air Force would stop equipping 
bombers with cruise missiles armed with nuclear war¬ 
heads after the current ALCMs reached the end of their 
service life (around 2030). Specifically, DoD would 
cancel development and production of the LRSO, and 
DOE would cancel development and production of the 
associated warhead. Aircraft that are capable of carry¬ 
ing nuclear bombs would still be able to do so. This 
option would not change the planned size of the stra¬ 
tegic bomber fleet or its ability to conduct nonnuclear 
missions. 
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Effects on the Budget 

This option would reduce discretionary budget author¬ 
ity by about $ 13 billion over the next decade, the 
Congressional Budget Office estimates, if appropriations 
were reduced accordingly. Outlays would decrease by 
$ 11 billion. Savings would continue to accrue after 
2028 as both the cost of the additional LRSO missiles 
and warheads that would be purchased and the expense 
of operating the new systems would be eliminated. 

CBO’s estimate of the costs of the LRSO is based on the 
actual development costs of the Advanced Cruise Missile, 
the most recent air-launched nuclear cruise missile built 
by the United States. Those costs were increased by 
40 percent to account for cost growth between gener¬ 
ations of missiles. CBO’s cost estimates for both the 
LRSO and the associated warhead are very uncertain. 
Programs that develop new weapon systems historically 
have experienced cost growth relative to early estimates, 
and the LRSO and the warhead programs are both in the 
early planning stages. 

CBO’s estimate of savings is based on the full cancel¬ 
lation of the LRSO and its warhead, forgoing both 
development and subsequent production. If DoD chose 
instead to continue those programs but to reduce the 
quantity purchased, savings would be substantially lower. 
The development efforts, which constitute roughly 
half of the costs within the 10-year period, would still 
continue. Reduced production is also likely to result 
in 10-year savings that are less than proportional to 
the reduction in the number of missiles purchased, for 
several reasons. The current generation ALCMs are well 
past their original service life, so any reductions in LRSO 
quantities are likely to be taken at the end of the pro¬ 
duction run. Most savings would thus occur after 2028. 
In addition, reducing the quantity purchased would 


probably boost the average unit cost of both missiles and 
warheads. 

Other Effects 

By equipping bombers with a single type of nuclear 
weapon, the United States could reduce costs while 
still retaining the ability to deploy nuclear weapons on 
bombers. That is one argument for this option. Another 
argument for canceling the LRSO program is that the 
need for nuclear cruise missiles has been lessened sig¬ 
nificantly by the development of modern conventional 
cruise missiles, which can perform many of the same 
missions. Modern cruise missiles, both conventional and 
nuclear, are substantially more accurate than the ALCM, 
according to unclassified estimates. Because damage from 
a missile warhead can depend more strongly on accu¬ 
racy than explosive yield, a modern conventional cruise 
missile could potentially perform some (but not all) 
of the missions that were assigned to the less-accurate, 
nuclear-tipped ALCM. In addition, to maintain the abil¬ 
ity to conduct missions requiring nuclear weapons, some 
analysts argue, the LRSO program could be postponed 
until adversaries’ air defenses advanced to the point at 
which the B-21 could no longer penetrate them. 

An argument against canceling development of new air- 
launched cruise missiles is that doing so would somewhat 
diminish the capabilities of U.S. nuclear forces, partic¬ 
ularly the forces’ capacity to carry out limited nuclear 
strikes. Cruise missiles offer operational planners flexi¬ 
bility because they can travel for extended distances (the 
unclassified range for the current ALCM is more than 
1,500 miles) along complicated flight paths, potentially 
allowing bombers to avoid dangerous or sensitive areas. 
Thus, removing air-launched cruise missiles would be 
more detrimental to the Air Force’s strategic nuclear 
capabilities than eliminating nuclear bombs, which must 
be dropped close to a target. 


RELATED OPTION: Discretionary Spending, “Reduce the Size of the Nuclear Triad” (page 138) 

RELATED CBO PUBLICATIONS: Approachesfor Managing the Costs of U.S. Nuclear Forces, 2017 to 2046 (October 2017), www.cbo.gov/ 
publication/53211; Projected Costs of U.S. Nuclear Forces, 2015 to 2024 (January 2015), www.cbo.gov/publication/49870 
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Discretionary Spending—Option 10 

Function 050 

Defer Development of the B-21 Bomber 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Planned Defense Spending 

Budget authority 

0 

-3.0 

-3.1 

-3.3 

-4.1 

-5.7 

-7.7 

-6.7 

-5.9 

-5.5 

-13.5 

-44.9 

Outlays 

0 

-1.5 

-2.6 

-2.7 

-2.8 

-3.4 

-3.8 

-4.5 

-5.2 

-5.4 

-9.6 

-31.8 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 


Background 

The Air Force operates a fleet of 157 long-range bomb¬ 
ers: 76 B-52Hs, 61 B-lBs, and 20 B-2A stealth bombers 
that entered service in the 1960s, 1980s, and 1990s, 
respectively. Although those aircraft should be able to 
continue flying through at least 2040, the Air Force is 
developing a new bomber—designated the B-21—which 
it plans to field in the mid- to late 2020s. The goal of 
that program is to produce at least 100 aircraft that 
could augment and eventually replace the B-1B and 
B-2A bombers. (The Air Force is developing plans for 
new engines and subsystems to extend the service life of 
the B-52F1.) The Air Force has estimated that developing 
and procuring the first 100 aircraft will cost $80 billion 
(in 2016 dollars). The Congressional Budget Office has 
not assessed the validity of that estimate because many 
details about the program—including the B-21 ’s speed, 
payload, and stealthy characteristics, as well as its pro¬ 
duction schedule—are classified. 

Option 

This option would defer development of the B-21 bomber 
until after 2028. 

Effects on the Budget 

If implemented, this option would reduce budget 
authority by about $45 billion (in nominal dollars) 
through 2028, provided that appropriations were 
reduced accordingly. Those savings include $12 billion 
in research and development funding that the Air Force 
has budgeted for 2020 through 2023 (in its 2019 bud¬ 
get request), plus $33 billion through 2028 to complete 
development and begin procurement. To calculate those 
savings, CBO spread the Air Force’s estimate of total 


costs for the program over a notional development and 
procurement schedule that would support initial fielding 
of B-2 Is by the mid- to late 2020s. Savings would differ 
if the Air Force’s cost estimates proved to be inaccurate 
or if the fielding schedule changed, as often happens 
with programs that are developing new aircraft. 

In terms of outlays, savings would be about $32 billion 
from 2020 through 2028. The remaining $13 billion 
reduction in outlays corresponding to the reduction in 
budget authority through 2028 would occur in later 
years. Reductions in outlays lag reductions in budget 
authority because the Department of Defense (DoD) 
pays for aircraft as expenses are incurred. For example, 
CBO projects that most of the outlays to procure new 
military aircraft would occur over four years to account 
for the time required to negotiate contracts, manufacture 
and deliver the aircraft, and process the final payments. 

Shortening or lengthening the time over which the 
B-21 program was deferred would alter the projected 
savings. Additional savings might accrue after 2028 if 
DoD decided that it could accommodate a longer delay. 
Alternatively, a shorter deferment in developing and 
fielding the B-21 would yield lower savings. 

Other Effects 

An advantage of this option is that it would reduce 
acquisition costs at a time when the Air Force plans 
to modernize other parts of its fleet. Funding would 
not have to be provided for bomber production while 
the Air Force carried out its plan to purchase KC-46A 
tankers and F-35A fighters and to develop other aircraft, 
including helicopters, an aircraft for training new pilots, 
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and a replacement for Air Force One. Another advantage 
of this option is that a bomber program that begins later 
might be able to take advantage of any general advances 
in aerospace technology that are made in the coming 
years. Such advances might make possible an even more 
capable bomber or might lead to other types of weapons 
that would make a new bomber unnecessary or reduce 
the number of bombers needed. Taking advantage of 
future technological developments could be particularly 
valuable for weapon systems that are expected to be in 
use for several decades. Even with a 10-year delay, a new 
bomber would still be available before today’s bombers 
reached the end of their service life. 

A disadvantage of this option is that if some current 
bombers need to be retired sooner than expected, a 
replacement would not be available. By 2035, the Air 
Force’s B-52s will be about 75 years old, its B-lBs will 


be about 50 years old, and its B-2As about 40 years old. 
Expecting those aircraft to perform reliably after that 
much time may prove to be overly optimistic. Similarly, 
a gap in capability could arise if the new bomber was 
deferred and ended up taking significantly more time 
to field than expected (as has been the case for the 
F-35 fighter program). Another disadvantage is that 
the Air Force’s inventory of stealthy bombers that are 
able to fly in defended airspace would remain limited 
to the B-2A, which makes up only 13 percent of today’s 
bomber force. Larger numbers of stealthy bombers might 
be useful in operations against adversaries that employed 
advanced air defenses. A third disadvantage is that fewer 
bombers would be available for operations in places like 
the western Pacific Ocean, where long distances and lim¬ 
ited basing options would make long-range aircraft such 
as the B-21 particularly useful during a conflict. 


RELATED OPTIONS: Discretionary Spending, “Cancel Plans to Purchase Additional F-35 Joint Strike Fighters and Instead Purchase F-l6s and 
F/A-18s” (page 132), “Reduce the Size of the Bomber Force by Retiring the B-1B” (page 148) 

RELATED CBO PUBLICATIONS: Long-Term Implications of the 2019 Future Years Defense Program (forthcoming); Approaches for 
Managing the Costs ofU.S. Nuclear Forces, 2017 to 2046 (October 2017), www.cbo.gov/publication/53211 
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Discretionary Spending—Option 11 Function 050 

Modify TRICARE Enrollment Fees and Cost Sharing for Working-Age Military Retirees 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Discretionary Spending 













Budget authority 

0 

0.1 

-0.9 

-1.2 

-1.3 

-1.4 

-1.6 

-1.7 

-1.8 

-2.0 

-3.4 

-11.8 

Outlays 

0 

* 

-0.7 

-1.1 

-1.3 

-1.4 

-1.5 

-1.7 

-1.8 

-1.9 

-3.1 

-11.4 

Change in Mandatory Outlays 

0 

0 

* 

* 

* 

* 

* 

* 

* 

* 

* 

-0.1 

Change in Revenues 8 

0 

0 

-0.1 

-0.2 

-0.2 

-0.2 

-0.3 

-0.3 

-0.3 

-0.3 

-0.5 

-1.9 


Increase in the Deficit From 
Changes in Mandatory Outlays 

and Revenues 11 0 0 0.1 0.2 0.2 0.2 0.2 0.3 0.3 0.3 0.5 1.8 


Sources: Congressional Budget Office; staff of the Joint Committee on Taxation. 

This option would take effect in January 2021, although some changes to outlays would occur earlier. 

* = between -$50 million and $50 million. 

a. Estimates include the effects on Social Security payroll tax receipts, which are classified as off-budget. 

b. Changes in discretionary spending are not included in this total because they would be realized only if future appropriations were adjusted 
accordingly and because the Congress uses different procedures to enforce its budgetary goals related to discretionary spending. 


Background 

More than 9 million people are eligible to receive 
health care through TRICARE, a program run by the 
Department of Defense’s (DoD’s) Military Health 
System. Among its beneficiaries are 1.5 million mem¬ 
bers of the active military and the other uniformed 
services (such as the Coast Guard), certain reservists, 
retired military personnel, and their qualified family 
members. The costs of that health care have been among 
the fastest-growing portions of the defense budget 
over the past 17 years, more than doubling in real 
(inflation-adjusted) terms since 2001. In 2017, DoD 
spent about $50 billion for health care. Much of the cost 
increases are attributable to new and expanded health 
care benefits and to financial incentives to use those 
benefits. 

In 2017, about 20 percent of military health care spend¬ 
ing was for working-age retirees (generally, beneficiaries 
who, although retired from military service, are under 
age 65 and thus not yet eligible for Medicare) and their 
family members—3.1 million beneficiaries in all. Some 
1.6 million people (or about 50 percent of that group) 
were enrolled in TRICARE Prime, which operates 
like a health maintenance organization. Subscribers in 


2018 pay an annual enrollment fee of $289 (for individ¬ 
ual coverage) or $578 (for family coverage). Working- 
age retirees who do not enroll in TRICARE Prime may 
participate in TRICARE Select (a preferred provider net¬ 
work). Under the Select plan, a beneficiary who chooses 
an in-network provider for a given medical service pays 
lower out-of-pocket costs than one who chooses an out- 
of-network provider. 

The National Defense Authorization Act for Fiscal Year 
2017 (Public Law 114-328) made several changes to 
the TRICARE program, including creating the Select 
plan by merging two other plans and increasing cost 
sharing for the households of military retirees. However, 
those higher out-of-pocket costs will apply only to those 
retirees whose initial enlistment or appointment to the 
armed forces occurred on or after January 1, 2018. With 
few exceptions, the higher cost-sharing amounts will not 
take effect until 2038 or later, when that cohort begins to 
retire. 

Option 

Under this option, TRICARE’s enrollment fees, 
deductibles, and copayments for working-age military 
retirees would increase as described below starting in 
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January 2021. Thereafter, such costs would be indexed to 
nationwide growth in health care spending per person. 
Specifically: 

■ Beneficiaries with individual coverage would pay 
$650 annually to enroll in TRICARE Prime. The 
annual cost of family enrollment would be $1,300. 
(That family enrollment fee is about equivalent 

to what would result if the $460 annual fee first 
instituted in 1995 had grown each year by the 
nationwide growth in health care spending per 
person.) 

■ All beneficiaries who enroll in TRICARE Select 
would pay an annual enrollment fee of $485 for 
individual coverage and $970 for a family, which 
is the Congressional Budget Office’s estimate of 
what the enrollment fees will be under current law 
for those retirees who joined the armed forces after 
January 1, 2018. 

■ The annual deductible for individual retirees (or 
surviving spouses) for TRICARE Select would rise 
to $300, and the annual family deductible would 
be $600. 

■ The schedule of copayments for medical treatments 
under TRICARE Prime and Select in 2021 would 
be the same for all retirees (regardless of when they 
joined the armed forces). In subsequent years, 
copayments would grow in line with nationwide 
growth in health care spending per person. 

Those higher out-of-pocket costs would apply to most 
new and current retirees beginning in 2021. The only 
exception would be for those who retired because of dis¬ 
ability and certain survivors (whose cost sharing would 
remain unchanged). DoD would incur some added costs 
for implementation expenses. 

Effects on the Budget 

CBO estimates that, combined, those changes would 
reduce discretionary outlays for DoD by $12.6 billion 
between 2020 and 2028, under the assumption that 
appropriations would be reduced accordingly. The 
increased out-of-pocket expenses for beneficiaries would 
reduce DoD’s discretionary costs for the TRICARE pro¬ 
gram, as enrollees used fewer services and as Prime mem¬ 
bers switched to civilian care provided by their current 
employers or some other source of health care. Under 


this option, CBO estimates, about 120,000 retirees and 
their family members would leave TRICARE because of 
the higher out-of-pocket costs they would face. 

Discretionary spending outside of DoD would increase 
slightly under the option. Some eligible retirees would 
obtain health care from other discretionary federal pro¬ 
grams—such as the Veterans Health Administration or 
the Federal Employees Health Benefits (FEHB) program, 
if the person or his or her spouse was employed as a civil¬ 
ian by the federal government—increasing the costs of 
those programs. About $1.2 billion in additional spend¬ 
ing would be needed for those programs by 2028, CBO 
projects, so the overall reduction in discretionary costs 
would be $11.4 billion between 2020 and 2028. 

This option would have partially offsetting effects on 
mandatory spending. On the one hand, mandatory 
spending would increase when some retirees enrolled 
in other federal health care programs, such as Medicaid 
(for low-income retirees) or the FEHB program (for 
those who complete a career in the federal civil service 
after military retirement). On the other hand, man¬ 
datory spending would decrease as a result of the new 
cost sharing for retirees of the Coast Guard, the uni¬ 
formed corps of the National Oceanic and Atmospheric 
Administration, and the Public Health Service. 

(TRICARE’s costs for retirees from those three uni¬ 
formed services are paid from mandatory appropriations; 
DoD’s costs are paid from annual discretionary appro¬ 
priations.) Overall, in CBO’s estimation, mandatory 
spending under this option would decline by $100 mil¬ 
lion between 2021 and 2028 because spending for 
people in those three uniformed services would fall by a 
larger amount than spending for Medicaid and FEHB 
annuitants would rise. 

CBO and the staff of the Joint Committee on 
Taxation estimate that, under this option, federal 
tax revenues would decline by $1.9 billion between 
2021 and 2028 because some retirees would enroll 
in employment-based plans in the private sector and 
therefore experience a shift in compensation from taxable 
wages to nontaxable fringe benefits. 

In general, relative to this option, increasing the share 
of health care costs paid by beneficiaries would further 
reduce federal spending, but the results would not be 
proportional; consequently, doubling fees or copayments 
would not necessarily double the savings. One reason 
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for that relationship is that changes in some fees (such 
as the Prime enrollment fee) would alter beneficiaries’ 
behavior differently than changes in other fees (such as 
the copayment for primary care). In addition, the num¬ 
ber of households that used TRICARE under different 
cost-sharing scenarios would not change proportionally: 
Relatively healthy people, who do not spend the entire 
deductible under the current system, for example, would 
be unaffected by having that deductible increase. 

The largest source of uncertainty in the estimate of sav¬ 
ings over the next 10 years relates to CBO’s estimate of 
the number of people who would shift from TRICARE 
to other health care plans. Many military members retire 
while they are still young enough to start second careers. 
Studies show that over 75 percent of those working-age 
retirees have access to other health insurance through 
either an employer or a professional association (for 
example, Mariano and others 2007). Therefore, any 
significant increase in out-of-pocket costs for the military 
health benefit would cause some people to stop using 
those benefits and instead rely on other health care cover¬ 
age. Nevertheless, the behavior of military retirees might 
differ from that of the studied populations, and changes 
in the cost and availability of civilian health insurance 
would affect the estimated amount of savings. 


Other Effects 

One argument in favor of this option is that the federal 
government established TRICARE coverage to supple¬ 
ment other health care for military retirees and their 
dependents. That was done to serve as a safety net rather 
than as a replacement for benefits offered by postservice 
civilian employers. Yet the cost sharing under the option 
would still be comparatively low. The Prime enrollment 
fee under this option, for example, would be about one- 
fifth that of the average premium paid by employees for 
employment-based health insurance in 2017. The migra¬ 
tion of retirees from civilian coverage into TRICARE is 
one factor in the rapid increase in TRICARE spending 
since 2000. 

An argument against this option is that current retirees 
joined and remained in the military with the under¬ 
standing that they would receive free or very low-cost 
medical care in retirement. Imposing new cost sharing 
might cause some to drop their TRICARE coverage and 
become uninsured; it also could adversely affect mili¬ 
tary retention. Another potential disadvantage is that 
the health of users who remained in TRICARE might 
suffer if higher copayments led them to forgo some care. 
However, their health might not be affected significantly 
if the higher copayments fostered more disciplined use of 
medical resources and discouraged the use of health care 
that did little to improve health. 


RELATED OPTIONS: Mandatory Spending, “Introduce Enrollment Fees Under TRICARE for Life” (page 57), “Introduce Minimum 
Out-of-Pocket Requirements Under TRICARE for Life” (page 59) 

RELATED CBO PUBLIC ATIONS: Approaches to Changing Military Health Care (October 2017), www.cbo.gov/publication/53137; 
Approaches to Reducing Federal Spending on Military Health Care (|anuary 2014), www.cbo.gov/publication/44993 

WORK CITED: Louis T. Mariano and others, Civilian Health Insurance Options of Military Retirees: Findings From a Pilot Survey 
(RAND Corporation, 2007), www.rand.org/pubs/monographs/MG583.html 
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Discretionary Spending—Option 12 

Function 050 

Reduce the Size of the Bomber Force by Retiring the B-1B 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Planned Defense Spending 












Budget authority 

0 

-1.8 

-1.9 

-1.9 

-1.9 

-2.0 

-2.0 

-2.1 

-2.1 

-2.2 

-7.5 -17.9 

Outlays 

0 

-1.1 

-1.6 

-1.8 

-1.9 

-1.9 

-2.0 

-2.0 

-2.1 

-2.1 

-6.4 -16.5 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on cost estimates from the Air Force. 


Background 

In the mid-1980s, the U.S. Air Force purchased 
100 B-IB long-range bombers to serve as part of the 
nation’s Cold War nuclear deterrent. Although the 
aircraft’s ability to deliver nuclear weapons has been 
removed to comply with the terms of the original 
START arms control treaty, the bomber continues to be 
used for conventional missions. The B-1B fleet currently 
comprises 61 aircraft that can carry most of the types 
of conventional weapons in the Air Force’s inventory. 
Although the Air Force plans to replace the B-1 Bs with 
B-21 bombers that are under development, B-lBs are 
expected to remain part of the bomber force into the 
2030s. 

Option 

This option would retire the entire the B-1B bomber 
fleet in 2020. 

Effects on the Budget 

This option would reduce costs by about $ 18 billion 
through 2028. Most of the savings would result from 
eliminating the costs for operation and maintenance of 
the B-1B fleet and the costs for the military personnel 
in the squadrons that would be inactivated under this 
option. (Personnel from the inactivated squadrons would 
be moved to other jobs in the Air Force, reducing the 
service’s need to recruit and train new personnel.) The 
Congressional Budget Office estimated those savings on 
the basis of historical costs for the B-1B. The remaining 
savings would result from eliminating planned upgrades 
to the aircraft. Measured in terms of outlays, savings 
would total about $17 billion through 2028, CBO 


estimates. If the Air Force did not reduce the number of 
personnel and instead reassigned the military positions to 
other duties, the savings would be $4 billion lower. 

A key reason that savings under this option are uncer¬ 
tain is that the aircraft’s operating costs could rise more 
quickly or more slowly than CBO projects. Over its 
service life, the B-1B has been less reliable and costlier to 
operate than expected, and that trend may persist as the 
B-1B fleet ages. (The aircraft are at least 30 years old.) If 
lawmakers chose to retire only a portion of the B-1B fleet, 
savings would be smaller than indicated in this option. 
Flowever, that reduction would not be proportionate 
because the Air Force would not be able to divest itself of 
the fixed costs associated with operating and sustaining 
the B-1B aircraft as long as any of them are in service. 

Other Effects 

One argument for this option is that other aircraft may 
be able to handle the missions now covered by the B-1B 
force. The 76 B-52H and 20 B-2A aircraft that would 
remain in the Air Force’s inventory under this option 
could be used for those missions. In addition, depending 
on the specific circumstances of a particular mission, 
other systems (such as cruise missiles, attack aircraft 
flown from aircraft carriers, and unmanned aircraft like 
the MQ-9 Reaper) could substitute for B-lBs. 

One argument against this option is that it would reduce 
the Air Force’s ability to attack targets from great dis¬ 
tances or to have aircraft with large payloads orbiting 
over conflict areas awaiting orders to attack. Compared 
with other ground attack aircraft (such as strike 






CHAPTER THREE: DISCRETIONARY SPENDING OPTIONS 


OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 149 


fighters), bombers like the B-1B can carry substantially 
more weapons and can fly longer and farther without 
refueling. Retiring the B-1B fleet would reduce the size 
of the long-range bomber force by about 40 percent 
until the latter half of the 2020s (when B-21 bombers 


are expected to begin entering the force). At that time, 
the Air Force could decide that the smaller bomber force 
is adequate, or it could begin increasing the size of the 
bomber force with new B-21s. 


RELATED OPTION: Discretionary Spending, “Defer Development of the B-21 Bomber” (page 143) 

RELATED CBO PUBLICATION: Long-Term Implications of the 2019 Future Years Defense Program (forthcoming) 
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Discretionary Spending—Option 13 

Function 050 

Reduce the Size of the Fighter Force by Retiring the F-22 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Planned Defense Spending 












Budget authority 

0 

-2.9 

-3.2 

-3.1 

-3.2 

-3.3 

-3.4 

-3.5 

-3.6 

-3.7 

-12.3 -29.9 

Outlays 

0 

-1.7 

-2.5 

-2.8 

-3.0 

-3.1 

-3.3 

-3.4 

-3.5 

-3.6 

-10.0 -26.7 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on cost estimates from the Air Force. 


Background 

The U.S. Air Force’s F-22 fighter aircraft are designed 
to engage in combat with enemy aircraft. Built to be 
a stealthy fighter, the F-22 is difficult for enemy radar 
to detect. The Air Force initially planned to replace its 
F-15 A-D fighters (many of which were built in the 
1970s and 1980s) with F-22s. 

In 1990, the Air Force had approximately 360 F-15A/Bs 
and 450 F-15C/Ds. Earlier plans called for replacing 
those F-15 A-Ds with 648 F-22s. However, because of 
schedule delays, cost increases, and changes to threats 
and missions, the Department of Defense (DoD) 
reduced the number of F-22s acquired to 195, of 
which approximately 180 remain in regular operation. 
As a result of the reduction in the number of F-22s, 
the Air Force continues to operate approximately 
240 F-15C/Ds. (All of the F-15A/Bs have been retired.) 
The Air Force’s oldest active F-22s entered service in 
November 2002, and its newest entered service in 
April 2012. 

Option 

This option would retire the entire F-22 fleet in 
October 2019. The aircraft would be flown to Davis- 
Monthan Air Force Base in Arizona, where they would 
be put into long-term preservation and storage. 

Effects on the Budget 

Retiring the F-22 fleet would reduce costs by about 
$30 billion through 2028. That amount comprises 
three categories of savings: operation and maintenance 
(about $16 billion); upgrades and modifications (about 
$9 billion); and military personnel (about $5 billion). 

By retiring the F-22 fleet, the Air Force would no longer 


have to pay the annual costs to operate and maintain 
those aircraft or to train pilots to fly them. A large por¬ 
tion of the work to maintain the aircraft is handled by its 
manufacturer, Lockheed Martin, through a contractual 
arrangement with the Air Force. (The Air Force also has 
a support contract with Pratt & Whitney, the company 
that built the aircraft’s engines.) The Congressional 
Budget Office’s estimate of savings incorporates the 
assumption that once those contracts ended and fewer 
workers were needed to operate and maintain the F-22s, 
the Air Force would reduce its civilian and contractor 
workforces accordingly. Second, retiring the F-22 fleet 
would make upgrades or modifications to improve the 
aircraft’s capabilities unnecessary. (Those improvements 
would have been funded through two of the Air Force’s 
budgets: procurement, and research, development, test, 
and evaluation.) 

The estimate of savings includes reductions in military 
personnel associated with the fighter squadrons that 
would be removed from the force. Personnel from the 
inactivated squadrons would be moved to other jobs in 
the Air Force, reducing the service’s need to recruit and 
train new personnel. If the department did not reduce 
the number of personnel in the force and instead reas¬ 
signed the military positions to other duties, the savings 
would be $5 billion lower. 

Measured in terms of outlays, savings would total about 
$27 billion from 2019 through 2028, CBO estimates. 
The effects on outlays are smaller in 2020 than in other 
years because some of the funding appropriated in that 
year would be spent in later years. Reductions in outlays 
lag behind reductions in budget authority because DoD 
pays its contractors after work is performed. Retiring 
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only a portion of the fleet would not generate commen¬ 
surate savings because of the fixed costs associated with 
operating any F-22s. The fleet is already smaller than 
DoD intended, so the costs per aircraft are elevated; 
retiring only part of the fleet would increase costs per 
aircraft even further. A significant uncertainty surround¬ 
ing the estimated savings stems from averting future 
upgrades or modifications—the costs of which are hard 
to predict. 

Other Effects 

One argument for this option is that retiring the F-22 
would not eliminate the military’s stealthy aviation 
capability. DoD’s growing fleet of F-35 fighter aircraft 
has that capability. Although F-35s are not optimized 
for air-to-air combat in the way F-22s are, they could 


partially replace the capabilities lost through retirement 
of the F-22s. In addition, the Air Force would retain its 
ability to attack ground targets with stealthy aircraft by 
using the B-2 bomber and the B-21 bomber (which is 
currently in development). 

One argument against this option is that it would 
reduce the Air Force’s fighter force by about 10 percent 
(assuming that all else was unchanged). That decrease 
would have an adverse effect on the Air Force’s ability 
to fight adversaries such as Russia or China, which have 
advanced air-defense systems and which also fly sophisti¬ 
cated fighter aircraft. DoD expects that the F-22 would 
be particularly valuable in countering enemy aircraft in 
the initial days of a conflict, when an adversary’s aerial 
detection capabilities have not yet been degraded. 


RELATED OPTION: Discretionary Spending, “Cancel Plans to Purchase Additional F-35 Joint Strike Fighters and Instead Purchase F-l6s and 
F/A-18S” (page 132) 

RELATED CBO PUBLICATIONS: The Cost of Replacing Today’s Air Force Fleet (December 2018), www.cbo.gov/publication/54657; 
Alternativesfor Modernizing U.S. Fighter Forces (May 2009), www.cbo.gov/publication/4ll81 




152 OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 


DECEMBER 2018 


Discretionary Spending—Option 14 

Function 050 

Cancel the Ground-Based Midcourse Defense System 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-2.5 

-2.2 

-1.8 

-1.8 

-1.9 

-2.3 

-2.5 

-2.5 

-2.6 

-8.4 -20.3 

Outlays 

0 

-1.0 

-1.9 

-2.0 

-1.9 

-1.9 

-2.0 

-2.2 

-2.4 

-2.5 

-6.8 -17.7 


This option would take effect in October 2019. 


Background 

The Ground-Based Midcourse Defense (GMD) system 
is designed to defend against intermediate and long- 
range missiles during the middle portion of their trajec¬ 
tory. It uses interceptor missiles to launch a kill vehicle, 
which uses onboard sensors to locate the threat and then 
maneuvers to hit and kill it. The system is part of a lay¬ 
ered defense that combines sensors, control systems, and 
several types of interceptors or other methods to destroy 
attacking missiles of various ranges and during different 
portions of their trajectories. 

GMD comprises 44 interceptor missiles in silos at 
Fort Greely, Alaska, and Vandenberg Air Force Base, 
California; battle management command-and-con- 
trol software; and a communications system to relay 
information to and from the interceptors in flight. 

The Department of Defense (DoD) is planning to add 
20 interceptors to the system and has several programs 
under way to support GMD testing and improve the 
GMD system. 

Option 

This option would cancel the GMD system and its sup¬ 
port efforts, including the Improved Flomeland Defense 
Interceptors, Common Kill Vehicle, and Multi-Object 
Kill Vehicle programs. The option would not affect the 
overarching command-and-control or sensor programs 
that support other missile defense systems. 

Effects on the Budget 

This option would reduce budget authority by about 
$20 billion over the next decade, the Congressional 
Budget Office estimates. Outlays would decrease by a 
smaller amount—about $ 18 billion over that period— 
because the budget authority provided would not be 


spent right away as development of new systems requires 
extensive research and planning. Those savings would 
result from ending efforts to improve the interceptors 
and kill vehicles, canceling procurement of additional 
interceptors, and avoiding the costs of operation and 
maintenance of the GMD system. The estimate of 
savings does not include reductions in the number of 
military personnel because the GMD site at Fort Greely 
is operated by Army National Guard units, which CBO 
assumes would be assigned to other activities. 

CBO’s estimate of savings is based on plans as described 
in DoD’s budget documentation. Those estimates, which 
CBO has projected to 2028, are somewhat uncertain 
because technology development programs historically 
have experienced cost growth relative to DoD’s estimates. 
Some of the programs that this option would cancel are 
intended to fix problems with the existing interceptors 
or kill vehicles, and those problems could prove more 
difficult (and expensive) to overcome than DoD or CBO 
has anticipated. 

CBO’s estimate of savings is based on the full cancella¬ 
tion of GMD and of the supporting programs designed 
to improve performance. If DoD chose instead to 
continue fielding the GMD system but to reduce the 
number of interceptors, savings would be substantially 
less and would not be proportional to the reduction in 
the number of interceptors fielded. That is because the 
development programs that are intended to improve per¬ 
formance, which constitute about half of the estimated 
costs over the next decade, would still continue. In addi¬ 
tion, fixed costs associated with maintaining each base 
and continuing to operate at least one interceptor there 
would result in savings in operations costs for GMD that 
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would be less than proportional to the reduction in the 
number of interceptors. 

Other Effects 

One argument for this option is the GMD program’s 
mixed track record. Critics argue that initial development 
of the system was rushed, resulting in quality control and 
design flaws. They contend that GMD has failed in six of 
10 intercept tests since its deployment in 2004 (although 
interpretation of whether several of those tests succeeded 
or failed is controversial). Furthermore, critics argue 
that even if the system performed as designed, it could 
be defeated by decoys or other countermeasures. U.S. 
nuclear forces are sufficient to deter any attacks on the 
United States, in their view. A second argument is that 
the system has been a source of geopolitical tension. The 
United States withdrew from the Anti-Ballistic Missile 
Treaty, a bilateral agreement with Russia, before deploy¬ 
ment of GMD. Since that withdrawal, the Russians have 
repeatedly protested against U.S. missile defenses. Some 
analysts attribute recent Russian improvements to their 
nuclear forces to concerns about U.S. missile defenses. A 
final argument is that DoD could use other programs to 


perform some of the missions designated for GMD. For 
example, the Aegis missile defense system now deployed 
on Navy ships and at one location ashore also intercepts 
missiles in the midcourse phase of their flight and is 
slated to be tested against long-range threats. In addition, 
DoD is devising defenses that would destroy missiles 
during their boost phase (while their rocket boosters 
are still firing), which could defend against some of the 
threats that GMD is intended to address. Flowever, if 
DoD chose to increase funding for those programs to 
compensate for the loss of GMD, the net savings for this 
option would decline accordingly. 

An argument against this option is the current threat 
posed by ballistic missile launches from hostile nations. 
Despite the deterrence against attack provided by the 
large U.S. nuclear arsenal, the threat has increased 
recently, in particular with the successful testing of long- 
range missiles by North Korea. Advocates of the GMD 
system contend that the continued operation, expansion, 
and improvement of GMD would provide urgently 
needed protection for the United States and its allies. 


RELATED CBO PUBLICATIONS: Historical and Planned Future Budgetsfor the Missile Defense Agency’s Ground-Based Midcourse 
Defense Program 0uly 2014), www.cbo.gov/publication/45546; Optionsfor Deploying Missile Defenses in Europe (February 2009), 
\v\vw. cbo.gov/pLibIicutioii/4l 165; Alternativesfor Boost-Phase Missile Defense 0uly 2004), www.cbo.gov/publication/15852 
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Discretionary Spending—Option 15 Function 050 

Reduce the Basic Allowance for Housing to 80 Percent of Average Housing Costs 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Discretionary Spending 













Budget authority 

0 

* 

-0.2 

-0.6 

-1.0 

-1.5 

-2.0 

-2.5 

-3.1 

-3.7 

-1.9 

-14.7 

Outlays 

0 

* 

-0.2 

-0.6 

-1.0 

-1.5 

-2.0 

-2.5 

-3.1 

-3.6 

-1.9 

-14.6 

Change in Mandatory Outlays 

0 

* 

-0.1 

-0.2 

-0.4 

-0.5 

-0.7 

-0.8 

-1.0 

-1.2 

-0.7 

-4.9 


This option would take effect in January 2020. 
* = between -$50 million and zero. 


Background 

Housing allowances are one component of military 
compensation. The amount provided varies by a service 
member’s rank, location, and whether he or she has 
dependents. The Department of Defense (DoD) provides 
those allowances to ensure that eligible personnel and 
their families have access to affordable quality housing. 

Three types of housing are available to service members: 
government-owned housing (quarters or family housing), 
housing on military bases operated through long-term 
contracts with DoD (privatized housing), and housing 
in the local civilian market. Unmarried service mem¬ 
bers with fewer than four years of service are typically 
required to live in barracks, but more senior personnel 
and service members with dependents can choose among 
the three types of housing. About 60 percent of service 
members live in privatized or local housing. 

If government-owned military housing is not available 
(which is typically the case, because it is very limited), 
service members are provided a Basic Allowance for 
Housing (BAH) to offset most of their costs for rent and 
utilities. Because those costs vary by location, the BAH 
rate varies by locality; the amount provided is based on 
rents in the local housing market. The housing allow¬ 
ance is not subject to federal (and, in many cases, state) 
income tax. 

In the mid-1990s, to improve the quality of military 
housing, management of those facilities was transferred 
from DoD to private-sector developers through the 
Military Housing Privatization Initiative (MHPI). BAH 
is the primary source of income for that program. As of 


2018, nearly all family housing on military bases in the 
United States was managed by private-sector developers. 

In the early years of the MHPI program, BAH compen¬ 
sation was set to cover about 80 percent of service mem¬ 
bers’ rental and utility costs, on average. That share was 
consistent with DoD’s long-standing policy of compen¬ 
sating service members who live off-base. In 2001, BAH 
was increased so that it would cover, on average, 100 per¬ 
cent of a service member’s expenses for housing and 
utilities by 2005. (That change was part of the Secretary 
of Defense’s efforts to improve service members’ quality 
of life.) The Congress partially reversed that policy in the 
National Defense Authorization Act for 2016, authoriz¬ 
ing DoD to lessen BAH to 95 percent of average housing 
costs. 

Option 

This option would reduce BAH by 1.7 percentage points 
in January of each year starting in 2020. BAH would 
not change for service members until they moved. As a 
result, by 2028, BAH would once again cover 80 percent 
of rental and utility costs. This option would affect dis¬ 
cretionary spending by DoD and would also affect man¬ 
datory spending by the Department of Veterans Affairs 
(VA), because the housing benefit that VA provides as 
part of the Post-9/11 GI Bill is tied to BAH rates. 

Effects on the Budget 

In 2017, about 14 percent (or $20 billion) of DoD’s 
$139 billion military personnel appropriation was 
for BAH. If implemented, this option would save 
about $ 15 billion in discretionary spending and nearly 
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$5 billion in mandatory spending from 2019 through 
2028, the Congressional Budget Office estimates. 

CBO’s estimate reflects the size and composition of 
DoD’s forces for fiscal year 2019 (as indicated in the 
President’s 2019 budget). CBO projects that service 
members would move every three years, on average, and 
that their moves would occur uniformly throughout the 
year. Because of those factors, in combination with the 
specifications of the option, the savings in both budget 
authority and outlays would lag behind reductions in the 
BAH rate. Because of that lag, savings would continue to 
increase until 2031—peaking at nearly $5 billion—and 
would grow with inflation thereafter. 

Housing costs used to calculate the BAH rate are com¬ 
posed of the median rent plus average utility costs and 
are determined from market data for approximately 
300 military housing areas in the United States, includ¬ 
ing Alaska and Hawaii. If housing costs deviated sig¬ 
nificantly from expectations, savings under this option 
would differ as well. 

If the BAH was changed by more or less than 1.7 per¬ 
centage points per year, the savings under this option 
would grow or shrink proportionately. For example, 
increasing the annual rate of reduction to 3.0 percentage 
points per year would result in proportionately higher 
savings by 2028. 

Other Effects 

One advantage of this option is that it would slow the 
growth of military pay, which would move cash compen¬ 
sation for military personnel closer to the 70th percentile 
of compensation for civilians with comparable education 
and years of experience (DoD’s goal). Currently, cash 
compensation for a majority of military personnel is 
at about the 90th percentile—that is, regular military 
compensation (RMC) is higher than the compensation 
of 90 percent of all comparable civilians. (DoD uses 
RMC as the measure of cash compensation for military 
personnel; that calculation adjusts for the fact that BAH 
and the basic allowance for subsistence are not taxed.) 
Gradually reducing BAH below local market costs would 
not reduce total compensation below current levels, 
however, because military pay raises and the costs of 
rental housing are expected to continue to rise. 

A second advantage of this option is that reducing 
BAH might have only a small effect on the nominal 


(not adjusted for inflation) value of a service member’s 
compensation. Because BAH is not taxed at the fed¬ 
eral level, under this option it would cover more than 
80 percent of housing costs—and perhaps as much as 
90 percent to more than 100 percent for many service 
members, depending on their marginal rate for federal 
income taxes. The value could be somewhat higher for 
military personnel who live in states that also do not tax 
the allowance. 

One disadvantage of this option is that slowing the 
growth of military compensation by reducing the BAH 
rate might affect DoD’s ability to retain military per¬ 
sonnel. The extent of that effect would depend on the 
strength of the U.S. economy and other factors in future 
years. 

A second disadvantage is that reducing BAH below local 
market costs would limit the housing choices available 
to service members. Those living in the local commu¬ 
nity would have to pay more out of pocket or find less 
expensive housing. But those living in privatized govern¬ 
ment housing would be shielded from the decreases in 
BAH because current policies allow developers to charge 
no more than the local BAH for rent and utilities. That 
disparity would probably boost demand for government 
housing, although it is already near capacity. 

Under current policies, reducing the BAH rate would 
also decrease the income of the private-sector developers 
who provide housing on military installations. Lowering 
the BAH rate further, to 80 percent of market prices in 
the area, would reduce their income from current levels 
unless policies changed and those service members were 
required to pay a portion of their rent out of pocket (as 
is the case with service members who live off-base and 
are reimbursed at 95 percent of their estimated average 
housing costs). 

Although this option would reduce income, providing 
housing on military installations may continue to be 
profitable for private-sector developers, who entered into 
contracts to build and manage their facilities when BAH 
rates were much closer to those that would be in effect 
under this option. In addition, private-sector devel¬ 
opers receive several other benefits—help in financing 
their investment, very high demand, and few marketing 
costs—all of which providers of off-base housing do not. 
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The experience of private-sector developers under the 
reduction of the current BAH rate from 100 percent in 
2015 to 95 percent by 2019 has yet to be fully studied. 
A 2018 analysis from the Government Accountability 
Office found that DoD needs to improve the consis¬ 
tency of the information it provides to better assess that 
experience. 


Developers of private-sector housing have already asked 
the Congress to help preserve their income as BAH rates 
decline to 95 percent. The latest defense authorization 
bill (for 2019) requires DoD to provide 5 percent above 
the prescribed BAH rate for that purpose. This option 
incorporates the assumption that developers would not 
receive supplemental funding to offset further reductions 
in BAH rates. 
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Discretionary Spending—Option 16 Function 050 

Cancel Development and Production of the New Missile in the Ground-Based Strategic Deterrent Program 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-0.4 

-1.4 

-2.4 

-3.3 

-4.1 

-4.0 

-4.8 

-5.2 

-4.8 

-7.5 -30.4 

Outlays 

0 

-0.4 

-1.1 

-1.9 

-2.6 

-3.3 

-3.7 

-3.9 

-3.7 

-3.6 

-6.1 -24.3 


This option would take effect in October 2019. 

Estimates of savings displayed in the table are based on the 2019 Future Years Defense Program and the Congressional Budget Office’s extension of 
that plan. 


Background 

The United States’ long-range nuclear forces consist 
of intercontinental ballistic missiles (ICBMs) carrying 
nuclear warheads, ballistic missile submarines carrying 
submarine-launched ballistic missiles (SLBMs), and 
long-range bombers carrying nuclear bombs and cruise 
missiles. That configuration is often referred to as the 
strategic nuclear triad. Each segment of the triad contrib¬ 
utes to nuclear deterrence in different ways that comple¬ 
ment the others. ICBMs provide the ability to respond 
promptly to an attack. Furthermore, because the silos 
that house ICBMs are hardened against nuclear attack 
and are well separated from other silos, each missile 
would have to be destroyed individually, which sets a 
high threshold for an adversary to deliver a debilitating 
attack on U.S. nuclear forces. Ballistic missile submarines 
operating at sea are very hard to detect and thus would 
be likely to survive any attack on U.S. nuclear forces and 
ensure that the United States could retaliate. Bombers 
provide flexibility and the ability to signal intent during 
a crisis (by increasing their pace of operations or being 
visibly deployed to crisis regions). 

The United States currently fields 400 ICBMs distrib¬ 
uted among 450 active silos at three bases. That force 
includes Minuteman III missiles, the last of which 
entered service in the 1970s and which have been refur¬ 
bished several times. The Air Force plans to replace those 
missiles with new missiles when the current inventory 
reaches the end of its useful life, around 2030. As part of 
the Ground-Based Strategic Deterrent (GBSD) pro¬ 
gram, the Department of Defense (DoD) will design 
a new ICBM, build about 640 of those missiles, and 
refurbish the existing silos, ICBM support equipment, 


and command-and-control systems. Minuteman III 
missiles currently carry W78 and W87 warheads, which 
are sustained by the Department of Energy (DOE). 

Over the coming years, DOE plans to design and build 
interoperable warheads (IWs), which would replace the 
existing warheads for SLBMs and ICBMs. 

Option 

Under this option, the new missile portion of the GBSD 
program would be canceled, and the IW program would 
be replaced with less complex life-extension programs 
(LEPs) on the SLBM warheads (the W76 and the W88). 
The current Minuteman III missiles, along with their 
W78 and W87 warheads, would continue to operate 
until they reached the end of their operational lifetime. 
Refurbishment of the silos, command-and-control sys¬ 
tems, and other support equipment would continue as 
planned under the GBSD program. 

Effects on the Budget 

This option would reduce budget authority by about 
$30 billion over the next 10 years relative to the costs of 
DoD’s 2019 plan, the Congressional Budget Office esti¬ 
mates. Outlays would decrease by about $24 billion over 
that period. Savings in outlays would be delayed relative 
to budget authority because developing new systems 
requires extensive research and planning and because 
DoD distributes funding as expenses are incurred. Most 
of the savings would come from forgoing development 
and initial production of the new ICBM as part of the 
GBSD program. Additional savings would result from 
cancellation of the IW programs, although some of those 
savings would be offset by the costs of replacing the IWs 
with LEPs on the current SLBM warheads. 
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Most of the savings from this option would occur after 
the 10-year period. DoD plans to produce the new 
ICBM and its interoperable warheads into the 2030s. In 
addition, operation and support costs for ICBM forces 
and warheads would end after the Minuteman III mis¬ 
siles were retired. 

CBO’s estimate of the costs to develop the new ICBM is 
based on the actual costs to develop the Minuteman III, 
inflated to current dollars and then increased by 50 per¬ 
cent to account for cost growth between generations of 
missiles. CBO estimated the cost of the first produc¬ 
tion unit of the ICBM by applying a parametric model 
based on engine thrust and other technical parameters 
(assuming the new missile would have parameters similar 
to those of the Minuteman III). CBO’s estimate of the 
costs of the IW programs is based on DOE’s plans. All 
of those estimates are very uncertain. Programs that 
have developed new weapon systems historically have 
experienced cost growth relative to early estimates, and 
both the missile and warhead programs are in the early 
planning stages. 

CBO’s estimate of savings is based on full cancellation of 
the new ICBM and its warheads, forgoing both devel¬ 
opment and subsequent production. If DoD and DOE 
chose instead to continue those programs but to reduce 
the quantity purchased, savings would be substantially 
smaller. That is because the development efforts, which 
constitute most of the 10-year savings, would persist. 

Other Effects 

One argument for this option is that the likelihood of 
a large-scale disabling nuclear strike—the threat most 


subject to deterrence by ICBMs—is much lower now 
than during the Cold War, according to some ana¬ 
lysts. If a large-scale strike did occur, the United States 
would still have several hundred warheads available for 
a retaliatory strike as long as U.S. nuclear submarines 
at sea remain undetectable, so deterrence would still be 
effective. Furthermore, some analysts argue that ICBMs 
provide little value in the modern multipolar nuclear 
environment in which regional conflicts could escalate to 
war and limited nuclear strikes present the most press¬ 
ing risks. Advocates of this option would also argue that 
ballistic missile submarines are capable of carrying more 
nuclear warheads than they do currently, so the reduc¬ 
tion of 400 warheads coming from no longer fielding 
ICBMs in the 2030s could be offset by increasing the 
number of warheads carried on SLBMs. Thus, this 
option would not necessarily represent a reduction in the 
number of warheads fielded by the United States. 

One argument against this option is that it would 
decrease strategic stability. Some analysts argue that 
reducing the ICBM force would increase the risk of an 
attack because the number of sites an adversary would 
have to destroy in a disabling strike on U.S. land-based 
nuclear forces would decline from almost 500 to around 
20. Another argument against this option is that it could 
lead to nuclear proliferation if the retirement of the 
ICBM force in the 2030s was viewed by allies as being 
significant enough that they questioned U.S. secu¬ 
rity assurances (backed by U.S. nuclear weapons) and 
decided to pursue their own nuclear arsenals. 


RELATED OPTIONS: Discretionary Spending, “Reduce the Size of the Nuclear Triad” (page 138), “Cancel the Long-Range Standoff Weapon” 
(page 141) 

RELATED CBO PUBLICATIONS: Approachesfor Managing the Costs of U.S. Nuclear Forces, 2017 to 2046 (October 2017), 
www.cbo.gov/publication/53211; Projected Costs of U.S. Nuclear Forces, 2014 to 2023 (December 2013), www.cbo.gov/ 
publication/44968, and subsequent updates to that report 
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Discretionary Spending—Option 17 

Function 150 

Reduce Funding for International Affairs Programs 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Spending 













Budget authority 

0 

-15 

-15 

-15 

-16 

-16 

-16 

-17 

-17 

-18 

-61 

-145 

Outlays 

0 

-5 

-8 

-11 

-13 

-14 

-15 

-16 

-16 

-17 

-37 

-116 


This option would take effect in October 2019. 


Background 

The budget for international affairs funds diplomatic 
and consular programs, global health initiatives, security 
assistance, and other programs. In 2017, those programs 
cost an estimated $51 billion, including $12 billion for 
international security assistance, $8 billion for dip¬ 
lomatic and consular programs, $8 billion for global 
health programs, and $3 billion for international disaster 
assistance. (Other activities that receive funding include 
migration and refugee assistance, development assistance, 
peacekeeping efforts, and narcotics control and law 
enforcement.) Most funding for international affairs is 
administered by the Department of State or the Agency 
for International Development. Several other agencies, 
such as the Departments of Defense, Agriculture, and 
the Treasury, also receive funding for overseas assis¬ 
tance programs. The costs of most programs are rel¬ 
atively small, but significant budgetary savings could 
be achieved with broad cuts to the entire international 
affairs budget. 

Option 

This option would reduce the total international affairs 
budget by 25 percent beginning in 2020. 

Effects on the Budget 

In total, the reduction in funding for international 
affairs programs would save $116 billion through 2028, 
the Congressional Budget Office estimates, provided 
that federal appropriations were reduced accordingly. 

The eliminated appropriations would not immedi¬ 
ately decrease outlays by the same amount because it 
typically takes about six years for most of the funds 
appropriated in one year to be spent. If funding was 
reduced by 25 percent in 2020, CBO expects that about 
one-third of the resulting savings would accrue in the 
same year, roughly one-fourth in the following year, 
and the remainder over the next four years. If funding 


was reduced by more than 25 percent, savings would be 
proportionally larger. Uncertainty about the budgetary 
effects of reducing spending on international affairs pro¬ 
grams stems primarily from uncertainty about whether 
actual appropriations made by the Congress would 
match CBO’s baseline projections in any given year. 

Other Effects 

An argument for this option is that reducing federal 
spending on international affairs could encourage the 
private sector to take a larger role in providing foreign 
assistance. Private organizations already provide signifi¬ 
cant resources for various international initiatives (such as 
HIV/AIDS research and financial development assistance), 
and further diversifying funding sources for international 
initiatives could increase their overall success. In addition, 
some of the U.S. government’s foreign assistance may 
be ineffective at promoting growth and reducing pov¬ 
erty. Although some projects and programs are generally 
considered successful, the Congressional Research Service 
has concluded that “in most cases, clear evidence of the 
success or failure of U.S. assistance programs is lacking, 
both at the program level and in the aggregate.” 

The primary argument against this option is that reduc¬ 
ing funding for international affairs programs could have 
far-reaching effects that might ultimately impede both 
the international and domestic policy agendas of the 
United States. Such programs, which encompass many 
activities in addition to foreign aid, are central to estab¬ 
lishing and maintaining positive relations with other 
countries. Those relationships contribute to increased 
economic opportunities in the United States, better 
international cooperation, and enhanced national secu¬ 
rity. Significant reductions in federal funding for inter¬ 
national affairs programs would hinder humanitarian, 
environmental, public health, economic, and national 
security efforts. 
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Discretionary Spending—Option 18 

Function 150 

Reduce Appropriations for Global Health to Their Level in 2000 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-7.6 

-7.8 

-8.0 

-8.1 

-8.3 

-8.5 

-8.7 

-8.9 

-9.0 

-31.5 -74.8 

Outlays 

0 

-0.5 

-3.3 

-5.8 

-6.9 

-7.4 

-7.8 

-8.2 

-8.4 

-8.6 

-16.5 -57.0 


This option would take effect in October 2019. 

The estimate of savings stems from the difference between the proposed funding and amounts in the Congressional Budget Office’s baseline, which 
are determined by 2018 appropriations and adjusted for inflation. 


Background 

Between 2000 and 2010, annual appropriations for 
Global Health increased (in 2018 dollars) from roughly 
$1 billion to $9 billion. (Some Global Health funding is 
appropriated to accounts managed by the Department of 
State, whereas other funding is appropriated to accounts 
managed by the United States Agency for International 
Development. The Congressional Budget Office has 
aggregated the accounts here.) Global Health appro¬ 
priations are used to combat HIV/AIDS, prevent child 
and maternal deaths, and reduce the threat of infectious 
diseases. Most of the funding in recent years has been 
spent for efforts in African nations. 

Option 

This option would reduce Global Health appropriations 
to about $ 1 billion annually, which was their inflation- 
adjusted level in 2000. 

Effects on the Budget 

Implementing this option would save $57 billion over 
10 years. CBO expects that 7 percent of the savings 
resulting from the reduction in funding in 2020 would 
accrue in that year, 36 percent would accrue the next 
year, and the remainder would accrue over the following 
years. That rate of spending is consistent with historical 
patterns in the Global Health account. Choosing among 
prospective recipients is a lengthy process, so outlays 
often do not occur until several years after Global Health 
funds have been appropriated. 


The estimate of savings stems from the difference 
between the proposed funding and amounts in CBO’s 
baseline, which are determined by 2018 appropriations 
and adjusted for inflation. Savings under this option 
would be proportional: Decreasing Global Health 
appropriations to $3 billion instead (roughly their level 
in 2003), for instance, would save about $36 billion over 
10 years. The option’s savings are somewhat uncertain 
because of the potential for actual appropriations to 
differ from CBO’s baseline projections. 

Other Effects 

One argument for this option is that the goals for the 
program may have nearly been met. The U.S. gov¬ 
ernment’s strategy has been to control the HIV/AIDS 
epidemic by 2020 in a selected group of countries with 
high rates of infection. If the program has been able 
to largely achieve that goal, further spending in that 
category might not be as valuable. A second argument is 
that a reduction in Global Health appropriations could 
spur other organizations or governments to increase 
their investments in such initiatives. Those investments 
could be at least as effective—or even more effective— 
than those of the State Department and the Agency for 
International Development. 

The main argument against this option is that combating 
certain diseases could be more difficult if other funding 
sources did not emerge. That outcome could adversely 
affect health worldwide. 
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Discretionary Spending—Option 19 

Function 250 

Eliminate Human Space Exploration Programs 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-9.4 

-9.6 

-9.9 

-10.1 

-10.3 

-10.6 

-10.8 

-11.0 

-11.3 

-38.9 -92.9 

Outlays 

0 

-7.1 

-9.0 

-9.7 

-10.0 

-10.2 

-10.5 

-10.7 

-11.0 

-11.2 

-35.7 -89.3 


This option would take effect in October 2019. 


Background 

The National Aeronautics and Space Administration’s 
(NASA’s) Human Exploration and Operations Mission 
Directorate oversees both the development of the systems 
and capabilities required to explore deep space and the 
agency’s operations in low-Earth orbit. The director¬ 
ate’s human exploration programs fund the research 
and development of the next generation of systems 
for deep space exploration and provide technical and 
financial support to the commercial space industry. 
Complementing those efforts, the space operations 
programs carry out missions in low-Earth orbit, most 
notably using the International Space Station, and pro¬ 
vide facilities and services to communicate with satellites 
in space. In 2017, the directorate’s funding included 
all of the funding provided for deep space exploration, 

85 percent of the funding for low-Earth orbit and space- 
flight, and 20 percent of the funding for exploration 
research and technology. 

Option 

This option would eliminate all funding for NASA’s 
directorate for human exploration and operations in 
space starting in 2020. The agency’s science and aeronau¬ 
tics programs and robotic space missions would continue 
unchanged. 

Effects on the Budget 

Provided that federal appropriations were reduced 
accordingly, eliminating human space programs 
would save $89 billion between 2020 and 2028, the 
Congressional Budget Office estimates. By eliminating 
NASA’s Human Exploration and Operations Mission 
Directorate, this option would decrease appropriations 
in three areas that support human space exploration. 

The eliminated appropriations would not immediately 


decrease outlays by the same amount, however, because 
funds appropriated in one year are typically spent over 
four years. If funding was eliminated in 2020, CBO 
expects that 75 percent of the resulting savings would 
accrue in that same year, 18 percent in the next year, and 
the remainder over the following two years. If funding 
was decreased rather than eliminated, the savings would 
be proportional to the change in spending, in CBO’s 
estimation. There is some uncertainty about the option’s 
savings as a result of restructuring in NASA’s budget 
accounts in recent years and the potential for actual 
appropriations to differ from CBO’s baseline projections. 

Other Effects 

The main argument for this option is that increased 
capabilities in electronics and information technology 
have generally reduced the need for humans to fly space 
missions. The scientific instruments used to gather 
knowledge in space today rely much less (or not at 
all) on nearby humans to operate them. Also, to avoid 
putting humans in harm’s way, NASA and other federal 
agencies have increasingly used robots to perform poten¬ 
tially dangerous missions. To explore and study Mars, 
for example, NASA uses robotic rovers and orbiters. The 
Curiosity rover launched in November 2011, landed on 
Mars more than eight months later, and has been explor¬ 
ing the planet and conducting scientific studies since 
then, following commands delivered remotely. 

Eliminating humans from spaceflights would avoid 
risk to human life and would decrease the cost of space 
exploration by reducing the weight and complexity of 
the vehicles needed for the missions. (Unlike instru¬ 
ments, humans need water, air, food, space to move 
around in, and rest.) In addition, by replacing people 
with instruments, one-way missions would be possible, 
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thus eliminating the cost and complexity of return and 
reentry into the Earth’s atmosphere. Return trips would 
be necessary only when a particular mission required it, 
such as to collect samples for further analysis. 

A major argument against this option is that eliminating 
human spaceflight from the orbits near Earth would end 
the technical progress necessary to prepare for human 
missions to Mars (though such missions are—at a 
minimum—decades away). Moreover, if robotic missions 


proved too limiting, then human space efforts might 
have to be restarted. Another argument against this 
option is that there might be some scientific advantage 
to having humans at the International Space Station 
to conduct experiments in microgravity that could not 
be carried out in other, less costly, ways. (However, the 
International Space Station is currently scheduled to be 
retired in 2024; its decommissioning was twice post¬ 
poned, first from 2015 and then from 2020.) 
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Discretionary Spending—Option 20 Function 270 

Reduce Department of Energy Funding for Energy Technology Development 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 



Reduce Funding for Fossil Energy Research, Development, and Demonstration 


Change in Spending 













Budget authority 

0 

-0.2 

-0.3 

-0.5 

-0.5 

-0.5 

-0.5 

-0.5 

-0.6 

-0.6 

-1.5 

-4.2 

Outlays 

0 

* 

-0.1 

-0.2 

-0.3 

-0.4 

-0.5 

-0.5 

-0.5 

-0.5 

-0.6 

-3.0 



Reduce Funding for Nuclear Energy Research, Development, and Demonstration 


Change in Spending 













Budget authority 

0 

-0.2 

-0.4 

-0.6 

-0.6 

-0.6 

-0.6 

-0.7 

-0.7 

-0.7 

-1.8 

-5.1 

Outlays 

0 

-0.1 

-0.3 

-0.5 

-0.6 

-0.6 

-0.6 

-0.7 

-0.7 

-0.7 

-1.4 

-4.7 




Reduce Funding for Energy Efficiency and Renewable Energy 







Research, Development, and Demonstration 




Change in Spending 













Budget authority 

0 

-0.4 

-0.8 

-1.3 

-1.3 

-1.3 

-1.3 

-1.4 

-1.4 

-1.4 

-3.8 

-10.7 

Outlays 

0 

-0.1 

-0.3 

-0.6 

-0.9 

-1.1 

-1.2 

-1.3 

-1.4 

-1.4 

-1.9 

-8.3 







Total 






Change in Spending 













Budget authority 

0 

-0.7 

-1.5 

-2.4 

-2.4 

-2.5 

-2.5 

-2.6 

-2.6 

-2.7 

-7.1 

-19.9 

Outlays 

0 

-0.2 

-0.7 

-1.3 

-1.8 

-2.1 

-2.3 

-2.5 

-2.5 

-2.6 

-3.9 

-16.0 


This option would take effect in October 2019. 
* = between -$50 million and zero. 


Background 

The Department of Energy (DOE) supports new tech¬ 
nologies throughout the various stages of the develop¬ 
ment process, from basic energy research through com¬ 
mercial demonstration projects. Roughly one-third of the 
department’s funding for research and development in 
2017 went to funding basic research on energy sciences, 
and the remaining two-thirds went to technology devel¬ 
opment and demonstration. Excluding defense-related 
funding, nearly all of DOE’s spending for technology 
development and demonstration supported new tech¬ 
nologies in the areas of fossil and nuclear energy, energy 
efficiency, and renewable energy. Measured in 2017 dol¬ 
lars, funding for developing and demonstrating technol¬ 
ogies in those three areas has averaged $2.3 billion per 
year since 2010. 


Option 

This option would reduce funding for technology 
development and demonstration in fossil energy, nuclear 
energy, energy efficiency, and renewable energy programs 
to roughly 25 percent of their 2018 amounts. The reduc¬ 
tion would be phased in over three years: Funding would 
be reduced by 25 percent in 2020, 50 percent in 2021, 
and the full amount of the cuts (75 percent) in 2022 
and thereafter. This option would reduce DOE’s efforts 
to support the later stages of technology development 
and the demonstration of commercial feasibility but 
would not alter DOE’s support of basic and early applied 
research, which is carried out primarily through the 
department’s Office of Science. (This option would not 
affect funding for technical assistance or financial assis¬ 
tance, such as that provided for weatherization services 
for low-income families; for an option that would affect 
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such funding, see Discretionary Spending, Option 33, 
“Reduce Funding for Certain Grants to State and Local 
Governments.”) 

Effects on the Budget 

Provided that federal appropriations were reduced 
accordingly, reductions in funding for energy technol¬ 
ogy development would lower discretionary outlays 
by a total of $16 billion from 2020 through 2028, the 
Congressional Budget Office estimates. The reduction in 
outlays is smaller than the reduction in projected fund¬ 
ing because of lags between when the funds are appropri¬ 
ated and when they are expended. Historically, DOE has 
spent its funding for research and development within 
four to six years of its appropriation. That lag reflects the 
time it takes to plan and solicit research proposals, con¬ 
sider bids, and award contracts, and it is a key source of 
uncertainty surrounding the estimated effects of the cut 
in funding on outlays. A shorter lag time than CBO has 
estimated would result in greater deficit reduction over 
the next 10 years, and vice versa. 

If funding for technology development was reduced by 
a smaller amount than it would be under this option, 
a smaller reduction in outlays would probably result. 
However, decreasing funding by a greater amount than 
this option envisions would not necessarily decrease 
outlays proportionally. For example, depending on the 
extent of the reductions, DOE might face unavoidable 
costs related to shutting down programs, which could 
limit savings in the near term. 

Other Effects 

An argument for this option is that federal funding is 
generally more cost-effective when it supports basic 
science and research aimed at the very early stages of 
developing new technologies than when it supports 
research that is focused on technologies that are closer to 
reaching the marketplace. That is because basic research 
done early in the technology development process is 


more likely to lead to knowledge that, although it may 
be valuable to society, results in benefits that cannot be 
fully captured by firms in the form of higher profits. In 
contrast, research done in the later stages of the technol¬ 
ogy development process is more likely to be profitable 
for private firms to undertake without federal funding. 

Another argument for this option is that the private 
sector has an advantage in developing, demonstrating, 
and deploying new energy technologies. Generally, the 
direct feedback that markets provide to private investors 
has proven more effective than the judgment of govern¬ 
ment managers in selecting which technologies will be 
commercially successful. The limits on the government’s 
ability to promote the development of new energy 
technologies are illustrated by federal efforts to commer¬ 
cialize technology to capture and store carbon dioxide. 
Although DOE has offered financial incentives to firms 
to build that technology into new commercial power 
plants, it has found few firms willing to do so. Overall, 
DOE has long sought to introduce new energy technol¬ 
ogies for coal through expensive technology demonstra¬ 
tion plants that have often failed to deliver commercially 
useful knowledge or attract much private interest. 

An argument against this option is that reducing fed¬ 
eral support may result in too little spending on the 
development and use of products that reduce energy 
consumption or produce energy with minimal green¬ 
house gas emissions. Reducing emissions of greenhouse 
gases would diminish the potentially large long-run costs 
associated with climate change, but producers and con¬ 
sumers have little incentive to manufacture or purchase 
technologies that reduce those emissions. That lack of 
incentive results from the fact that the costs imposed 
by climate change are not reflected in current energy 
prices. Federal support could help compensate for the 
resulting underinvestment in greenhouse gas-reducing 
technologies. 


RELATED CBO PUBLICATIONS: Testimony of Terry Dinan, Senior Adviser, Microeconomic Studies Division, before the Subcommittee 
on Energy of the House Committee on Energy and Commerce, Federal Support for Developing, Producing, and Using Fuels and 
Energy Technologies (March 29,2017), www.cbo.gov/publication/S 2521: Federal efforts to Reduce the Cost of Capturing and Storing 
Carbon Dioxide (June 2012), www.cbo.gov/publication/43357; Federal Climate Change Programs: Funding History and Policy Issues 
(March 2010), www.cbo.gov/publication/21196 
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Discretionary Spending—Option 21 

Function 400 

Eliminate Funding for Amtrak and the Essential Air Service Program 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 






Eliminate Funding for Amtrak 





Change in Discretionary Spending 












Budget authority 

0 

-2.0 

-2.1 

-2.1 

-2.2 

-2.2 -2.3 

-2.3 

-2.3 

-2.4 

-8.4 

-19.9 

Outlays 

0 

-2.0 

-2.1 

-2.1 

-2.2 

-2.2 -2.3 

-2.3 

-2.3 

-2.4 

-8.3 

-19.8 



Discontinue Payments to Air Carriers Under the Essential Air Service 

Program 


Change in Discretionary Spending 












Budget authority 

0 

-0.2 

-0.2 

-0.2 

-0.2 

-0.2 -0.2 

-0.2 

-0.2 

-0.2 

-0.7 

-1.6 

Outlays 

0 

-0.1 

-0.2 

-0.2 

-0.2 

-0.2 -0.2 

-0.2 

-0.2 

-0.2 

-0.6 

-1.5 





Eliminate the Essential Air Service Program 




Change in Mandatory Outlays 

0 

-0.1 

-0.1 

-0.2 

-0.2 

-0.2 -0.2 

-0.2 

-0.2 

-0.2 

-0.5 

-1.4 


This option would take effect in October 2019. 


Background 

The federal government subsidizes intercity travel in var¬ 
ious ways. For example, the National Railroad Passenger 
Corporation—or Amtrak—received appropriations of 
about $1.5 billion in 2017 and $1.9 billion in 2018 to 
subsidize intercity passenger rail services. The 2018 fig¬ 
ure includes $650 million in grants for the Northeast 
Corridor and debt service and about $1.3 billion in 
grants for the national network that Amtrak operates. 

For comparison, Amtrak’s capital spending in 2017 was 
$1.6 billion and its operating expenses totaled $4.2 bil¬ 
lion (including $0.8 billion in depreciation and amorti¬ 
zation costs). 

Another form of federal subsidy for intercity travel is 
the Essential Air Service (EAS) program, which received 
$150 million in discretionary budget authority and 
$122 million in mandatory budget authority in 2017; 
the latter came from overflight fees that are charged to 
aircraft that fly through U.S. airspace but take off and 
land in other countries. As of September 2018, the EAS 
program—created by the Airline Deregulation Act of 
1978 to maintain airline service in communities that had 
been covered by federally mandated service—subsidized 
air service in 63 communities in Alaska, 2 in Ffawaii, 

1 in Puerto Rico, and 108 in the continental United 
States (CONUS). Based on EAS data available for those 


CONUS communities, the federal subsidy per airline 
passenger in 2017 ranged from $14 in Joplin, Missouri, 
and Cody, Wyoming, to $536 in Alliance, Nebraska. 

Option 

This option would eliminate funding for Amtrak and 
discontinue the EAS program. 

Effects on the Budget 

Provided that federal appropriations were reduced 
accordingly, this option would yield savings of about 
$21 billion in discretionary spending from 2020 through 
2028, the Congressional Budget Office estimates. That 
amount consists of about $20 billion in savings from 
eliminating funding for Amtrak and roughly $2 billion 
in savings from eliminating the discretionary compo¬ 
nent of the EAS program (identified separately in the 
budget as Payments to Air Carriers). Discontinuing the 
EAS program would also yield savings totaling about 
$ 1 billion in mandatory spending over that same period, 
CBO estimates. 

CBO’s baseline projections of budget authority for 
Amtrak and the discretionary component of EAS 
are based on the appropriations contained in the 
Consolidated Appropriations Act, 2018, adjusted for 
projected inflation through 2028. Estimated budget 
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authority for the mandatory component of EAS reflects 
anticipated revenues from the overflight fees, which are 
charged per nautical mile and may be adjusted period¬ 
ically so as to remain “reasonably related” to the gov¬ 
ernment’s cost of providing air traffic services. CBO’s 
projections of revenues from the fees primarily reflect its 
projections of economic output (gross domestic product, 
or GDP) and inflation in consumer prices. 

In all three cases, most savings in outlays are pro¬ 
jected to occur in the same year as the reductions in 
budget authority. For instance, the Federal Railroad 
Administration is required to make quarterly payments 
to Amtrak, and CBO expects virtually all of a reduction 
in budget authority in a given year to result in outlay 
savings in the same year. For the EAS program, CBO 
projects the reductions in outlays from a given year’s cut 
in budget authority to be distributed over three years, 
with about two-thirds occurring in the same year and 
the remainder over the next two years, for both man¬ 
datory and discretionary spending. Those rates reflect 
the time required for the Department of Transportation 
(DOT) to select and contract with airlines to provide the 
subsidized air services, obligate funds, receive invoices for 
services provided, and review and approve the invoices as 
outlined in the contract. 

Relatively little uncertainty surrounds the option’s sav¬ 
ings relative to CBO’s baselines for Amtrak and the EAS 
program—although those baseline projections could 
differ substantially from the amounts that the Congress 
might appropriate for the programs even if lawmakers 
did not change the programs otherwise. The effects on 
outlays of changes in budget authority have not varied 
much from year to year in the past, making the projec¬ 
tions of those effects fairly certain. The main source of 
uncertainty in this option is the projected revenues from 
the overflight fees; actual revenues, and hence the savings 
from not using those revenues for the EAS program, 
could differ from CBO’s baseline either because GDP 
or inflation diverged from the agency’s current baseline 
projections or because those factors are imperfect proxies 
for miles of overflight travel and changes in the costs of 
air traffic control. 

Short of eliminating support for Amtrak and the EAS 
program, the Congress could reduce spending on either 
program in more limited ways. For example, the mini¬ 
mum distance for federal support of Amtrak’s rail lines 


could be raised from 750 miles to some higher threshold, 
with corresponding reductions in appropriations. Setting 
the minimum at 1,000, 1,500, or 2,000 miles would 
reduce the number of eligible lines from 15 to 11, 6, or 
4, respectively. Alternatively, eligibility for continued fed¬ 
eral support of Amtrak could be based on the number of 
states served: Five of the 15 lines serve 10 or more states, 
and an additional 8 lines serve between 5 and 8 states. 
Eligibility for subsidized air travel service in the EAS 
program could be tightened by increasing the minimum 
distance of a community from the nearest medium or 
large hub airport, lowering the maximum subsidy per 
passenger, or reducing or eliminating DOT’s authority 
to grant waivers of the existing requirements (discussed 
below). 

Other Effects 

One argument in favor of this option is that when the 
Amtrak and EAS subsidies were first authorized in the 
1970s, both were viewed as temporary measures. They 
were intended to help Amtrak become self-supporting 
and to aid communities and airlines as they adjusted to 
deregulation. 

A second argument for the option is that both subsi¬ 
dies support transportation services that are of some 
value to particular groups of users but that are not 
commercially viable and provide little if any benefit to 
the general public. According to that argument, states 
or localities that highly value the subsidized rail or air 
services should provide the subsidies. States are already 
required to provide support for Amtrak service on rail 
lines less than 750 miles long in amounts determined 
by a cost-allocation method that Amtrak developed in 
consultation with the states to ensure that those lines 
cover their operating costs. Some analysts have called for 
the federal government to extend that requirement to 
Amtrak lines longer than 750 miles. The EAS program 
also has cost-sharing requirements, although they affect 
only the three communities in the program that are less 
than 40 miles from the nearest small hub airport: Those 
communities must now negotiate a local share of the 
costs before their participation in the program will be 
renewed. Communities not in the EAS program have 
used various methods to develop or maintain air ser¬ 
vice, including guaranteeing airlines a minimum level 
of revenues (in some cases, using federal grants to back 
the guarantees), waiving fees, and taking over ground¬ 
handling operations. 
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An argument against eliminating funding for either 
Amtrak or EAS is that rail or air service to some smaller 
communities would be curtailed without the federal 
subsidies. Amtrak’s long rail lines could be particularly 
vulnerable because reaching agreement among all of the 
affected states on how to replace the federal subsidies 
could be difficult. Eliminating service on existing rail 
lines could cause hardship for passengers who rely on 
them and might undermine the economies of affected 
communities. 

Another argument against eliminating support for 
Amtrak is that the amount of such support needs to be 
analyzed relative to federal subsidies for other modes 
of travel. Rail travel has certain advantages for society, 
including a much lower fatality rate than travel by high¬ 
ways and lower emissions of air pollutants and green¬ 
house gases than travel by highways or air. Those advan¬ 
tages could be lost under the option: The loss of federal 
support could lead to sharp reductions in Amtrak’s oper¬ 
ations and capital investment and consequently could 
undermine the future viability of passenger rail service in 
the United States. 


An additional argument against discontinuing EAS is 
that efforts to control the program’s costs are under way. 
Four communities with high average subsidy costs per 
passenger in 2015 or 2016 have lost their eligibility for 
EAS: In one case, the subsidy exceeded a cap of $200 
for CONUS communities within 210 driving miles 
of a medium or large hub airport; the other subsidies 
exceeded a cap of $ 1,000 that applies to all CONUS 
communities. Also, a fifth community has taken a 
buyout to leave the program voluntarily. DOT used its 
authority to grant temporary waivers to 28 other com¬ 
munities that were out of compliance with the $200 cap 
in 2015 or 2016 or with a requirement that CONUS 
communities within 175 miles of a medium or large hub 
airport board an average of at least 10 passengers per day; 
seven of the 28 came into compliance by 2016 or 2017. 
Looking at the average 2017 subsidies of the remaining 
21 communities, 9 fell between $201 and $250, and 
another 6 were $100 to $500 below their 2015 levels. 
(Four more communities fell out of compliance in 
2016 or 2017; their 2017 subsidy rates ranged from 
$203 to $265.) Continued efforts by communities to 
comply with the requirements and by DOT to terminate 
the eligibility of communities unable to comply could 
help to control the EAS program’s costs. 


RELATED CBO PUBLICATION: The Past and Future ofU.S. Passenger Rail Service (September 2003), www.cbo.gov/publication/l4769 
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Discretionary Spending—Option 22 Function 400 

Limit Highway and Transit Funding to Expected Revenues 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Discretionary Spending 

Budget authority 
(Obligation limitations) 

0 

0 

-16 

-17 

-19 

-21 

-22 

-24 

-25 

-27 

-52 

-170 

Outlays 

0 

0 

-2 

-9 

-12 

-14 

-17 

-19 

-21 

-22 

-23 

-116 


This option would take effect in October 2020. 

Most of the outlays for the highway program are controlled by limitations on obligations set in annual appropriation acts rather than by contract authority 
(a mandatory form of budget authority) set in authorizing law. By the Congressional Budget Office’s estimate, $739 million in contract authority is exempt 
from the limitations each year; spending stemming from that authority would not be affected by this option. 


Background 

The federal government provides grants to states for 
highway and mass transit projects. The last reauthori¬ 
zation for such grants—the Fixing Americas Surface 
Transportation Act, or FAST Act—provided funding 
for 2016 through 2020. (Most funding is in the form of 
contract authority, a type of mandatory budget authority, 
but most spending is controlled by annual limitations on 
obligations set in appropriation acts.) 

fdistorically, most of the funding for highway and transit 
programs has come from the Ffighway Trust Fund, 
an accounting mechanism in the federal budget that 
has separate accounts for highways and transit. Both 
accounts are credited with revenues generated by the 
federal taxes on gasoline and diesel fuels; the highway 
account is also credited with other federal taxes related to 
highway transportation. Since 2001, the revenues cred¬ 
ited to the trust fund each year have consistently fallen 
short of outlays from that account; in 2017, for example, 
$54 billion was spent from the trust fund, and $41 bil¬ 
lion in revenues and interest was credited to it. Since 
2008, lawmakers have addressed the funding shortfall by 
supplementing revenues dedicated to the trust fund with 
several transfers, primarily from the Treasury’s general 
fund. The FAST Act authorized the latest such transfer: 
$52 billion to the highway account and $18 billion to 
the transit account. The Congressional Budget Office 
estimates that those transfers, along with the revenues 
and interest credited to the fund, will permit the high¬ 
way and transit accounts to pay all their obligations 
through the end of 2020. For later years, in accordance 


with provisions of the Balanced Budget and Emergency 
Deficit Control Act of 1985, CBO’s baseline for highway 
and transit spending incorporates the assumption that 
obligations incurred by the Ffighway Trust Fund will be 
paid in full. 

Option 

This option would reduce federal funding for highways 
and mass transit, starting in fiscal year 2021, by lower¬ 
ing the obligation limitations for highway and transit 
programs supported by the Ffighway Trust Fund to the 
amount of revenues projected to be credited to the fund. 
The federal taxes that directly fund the ffighway Trust 
Fund would not change. (The option would not affect 
highway spending that is exempt from the limitations on 
obligations; CBO projects $739 million per year in such 
spending.) 

Effects on the Budget 

This option would reduce resources provided to state 
and local governments for highways and mass transit 
by $170 billion, relative to the obligation limitations in 
CBO’s baseline projections, from 2021 through 2028. 
Provided that federal appropriations were reduced 
accordingly, outlays would decrease by $ 116 billion over 
that period, CBO estimates. Smaller savings could result 
if the obligation limitations were reduced below those 
projected in CBO’s baseline (which reflects the levels 
authorized in the FAST Act, adjusted for projected infla¬ 
tion through 2028) but above the levels of revenues pro¬ 
jected to be credited to the ffighway Trust Fund; in that 
case, the highway and transit accounts would continue to 
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require support from general revenues. Conversely, larger 
savings could result if the obligation limitations were set 
below the levels of projected revenues. 

The estimated reductions in budget authority reflect 
the difference between the Highway Trust Fund’s 
projected revenues and its projected obligation limita¬ 
tions. Revenues depend largely on fuel use, which CBO 
projects will continue to decline through 2028 because 
of increases in fuel efficiency that exceed increases in 
miles traveled. 

Outlay estimates are based on the estimated limitations 
on obligations, taking into account the fact that out¬ 
lays may continue for more than five years from the 
year of obligation. The federal government reimburses 
states only after they incur eligible expenses, and a small 
portion of obligations never result in outlays. About 
one-quarter of the savings in outlays associated with a 
reduction in obligations in a given year are projected 
to occur in the same year, and less than half occur the 
following year. 

Fuel use and spending rates are the main sources of 
uncertainty in this option. More fuel consumption 
implies higher revenues credited to the trust fund and 
hence smaller savings resulting from limiting spending 
to revenues; conversely, less fuel consumption implies 
greater savings. Motorists could use more fuel than 
CBO projects if, for example, oil prices were lower 
than expected or federal fuel economy standards were 
loosened. Alternatively, fuel use could fall short of 
CBO’s projections if, for example, a recession reduced 
freight transportation and passenger travel. A recession 
could also affect the speed with which outlays occurred, 
as could the reduction in federal spending and other 
factors. 

Other Effects 

A key argument for this option is that funding highways 
and transit systems from charges on highway and transit 
users, including federal and state fuel taxes and transit 
fares, is fairer than funding those systems from general 
taxes paid by all taxpayers, because those who benefit 
pay the costs. In addition, it tends to promote a more 
efficient allocation of resources, because the charges give 


users some incentive to limit their travel and because as 
use increases, more revenues become available. Those 
arguments suggest that if current revenues are too low to 
fund a desired level of federal support for highways and 
mass transit, an increase in the current taxes on users or 
creation of new such taxes is appropriate. 

A related argument is that it is fairer and more efficient 
to have local or state tax revenues pay for transportation 
projects that primarily benefit people in a particular area 
and to reserve federal revenues for projects that have 
regional or national significance. Another argument for 
this option is that it would reduce the extent to which 
federal support for certain investments in highways and 
mass transit distorts choices states make between such 
investments and spending on operations and mainte¬ 
nance, or on other priorities. Also, some of the reduction 
in federal spending under this option could be offset by 
greater spending by state and local governments. (Some 
studies on the effects of federal highway grants have 
found that the availability of such grants has encour¬ 
aged state and local governments to reduce their own 
spending on highways and to use those funds for other 
purposes.) 

A general argument against reducing federal spending 
on highways and mass transit is that doing so could 
increase the economic and social costs associated with 
aging roads, bridges, buses, and rail systems. In addition, 
the transportation network as a whole supports interstate 
commerce and thus strengthens the national economy. 

An argument against the specific alternative of reducing 
spending to the available tax revenues from highway 
users is that portions of that spending go to transit 
projects (which more directly benefit transit users than 
highway users) and to projects and purposes that ben¬ 
efit the general public—such as sidewalks, bike paths, 
recreational trails, scenic beautification, and preservation 
of historic transportation structures. In addition, current 
federal taxes on highway users have limited effects on the 
efficiency of road use because they give motorists only 
weak incentives to avoid contributing to its two main 
social costs—traffic congestion and pavement damage by 
heavy trucks. 
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RELATED OPTIONS: Discretionary Spending, “Eliminate the Federal Transit Administration” (page 171); Revenues, “Raise the Tax Rates on 
Long-Term Capital Gains and Qualified Dividends by 2 Percentage Points and Adjust Tax Brackets” (page 207) 

RELATED CBO PUBLICATIONS: Federal Support for Financing State and Local Transportation and Water Infrastructure (October 2018), 
www.cbo.gov/publication/54549; Sheila Campbell, Fiscal Substitution of Investment for Highway Infrastructure, Working Paper 
2018-08 (August 2018), www.cbo.gov/publication/54371; “Baseline Projections for Selected Programs: Highway Trust Fund Accounts” 
(April 2018), www.cbo.gov/publication/51300; The Macroeconomic and Budgetary Effects of Federal Investment (June 2016), 
www.cbo.gov/publication/5l628; Approaches to Making Federal Highway Spending More Productive (February 2016), www.cbo.gov/ 
publication/50150; cost estimate for the conference agreement on H.R. 22, the FAST Act, as posted on the website of the House Committee 
on Rules on December 1,2015 (December 2,2015), www.cbo.gov/publication/51051; testimony of Joseph Kile, Assistant Director for 
Microeconomic Studies, before the Senate Committee on Finance, The Status ofthe Highway Trust Fund and Optionsfor Paying for 
Highway Spending (June 18,2015), w\v w.cb<».g()v,/p l ibI ication/50297: Alternative Approaches to Funding Highways (March 2011), 
www.cbo.gov/publication/22059 
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Discretionary Spending—Option 23 Function 400 

Eliminate the Federal Transit Administration 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Spending 

Budget authority (Including 
obligation limitations) 

0 

0 

-15 

-15 

-15 

-16 

-16 

-16 

-17 

-17 

-45 

-127 

Outlays 

0 

0 

-2 

-6 

-9 

-11 

-13 

-15 

-16 

-16 

-16 

-87 


This option would take effect in October 2020. 

The option would eliminate programs currently funded from two sources: the mass transit account of the Highway Trust Fund and the general fund of 
the Treasury. Programs funded from the Highway Trust Fund receive mandatory budget authority in the form of contract authority. The Congressional 
Budget Office expects that the contract authority will continue to be controlled by limitations on obligations contained in appropriation acts. The 
budgetary resources reflect the estimated obligation limitations contained in CBO’s adjusted April 2018 baseline and the estimated budget authority 
for those programs funded from the general fund. 


Background 

The Department of Transportation’s Federal Transit 
Administration (FTA) provides financial and technical 
support to roughly 6,800 local public transit systems 
across the country, through about two dozen formula 
grant and competitive grant programs. Its funds sup¬ 
port capital investments, and in some cases operating 
expenses, for subways, buses, light-rail and commuter 
rail systems, trolleys, and ferries. The FTA was created 
in 1964, when it was known as the Urban Mass Transit 
Administration. Spending for programs administered 
by the FTA and administrative costs for the agency are 
projected to total about $127 billion from 2021 through 
2028, or about $15 billion per year, the Congressional 
Budget Office estimates. 

Option 

This option would phase out the FTA, terminating new 
spending on its programs after the Fixing America’s 
Surface Transportation Act expires in 2020 and eliminat¬ 
ing the agency entirely upon completion of its outstand¬ 
ing grants. The option would not affect the federal taxes 
on motor fuels that provide some of the funding for 
the FTA: The 2.86 cents per gallon now credited to the 
transit account of the Flighway Trust Fund would con¬ 
tinue to be collected, whether the revenues were credited 
to the (sole remaining) highway account of the trust 
fund or to the general fund of the Treasury. 


Effects on the Budget 

Implementing this option would reduce spending by 
$87 billion over 10 years, CBO estimates, reflecting 
CBO’s current baseline projection for programs admin¬ 
istered by the FTA. (That figure does not take into 
account mandatory spending associated with various 
costs of closing the agency, such as payments to former 
employees for accrued annual leave, unemployment ben¬ 
efits, and early retirement.) CBO projects FTA’s budget 
authority by adjusting the amount appropriated in fiscal 
year 2019 by a measure of projected inflation. Savings 
would be smaller if lawmakers chose to phase out the 
FTA more gradually or to retain any of its programs by 
assigning them to a different agency, such as the Federal 
Highway Administration. 

As with similar infrastructure programs, savings in 
outlays would initially be small relative to the reduction 
in budget authority because that reduction would cancel 
projects involving spending in multiple years. The bulk 
of the savings in outlays would occur within six years of 
the reductions in budget authority. 

There is relatively little uncertainty about the option’s 
savings relative to CBO’s baseline—although whether 
actual appropriations made by the Congress would 
match CBO’s baseline projections in any given year is 
itself uncertain. The transition costs of closing the FTA 
are somewhat uncertain but also relatively small in com¬ 
parison with the agency’s total budget. 
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Other Effects 

The main argument for eliminating the FTA is that the 
benefits of public transit systems are primarily local or 
regional and should be financed at the local or state 
level. If the people who benefit from a transit system 
bear its costs, it is less likely that too many projects or 
overly costly projects will be undertaken or that services 
of low value relative to their ongoing costs will continue 
to be supported. Relatedly, decisions made on the basis 
of state or local funding would not be influenced by the 
greater availability of federal support for capital invest¬ 
ments than for operating expenses. Less capital-intensive 
options (for example, dedicated bus lanes instead of 
light-rail lines) are often more cost-effective overall. 


An argument against eliminating the FTA is that public 
transit has benefits that extend beyond the area directly 
served. Without continued federal funding, transit ser¬ 
vices would be cut back and systems would deteriorate, 
leading to increased road use, with its attendant prob¬ 
lems of traffic congestion, accidents, and emissions of 
local air pollutants and greenhouse gases. In turn, greater 
congestion could increase demand for road construction 
and development in outlying areas. Dispersion of eco¬ 
nomic activity to such areas, where greater distances and 
lower population density make the provision of transit 
services more costly, could reduce access to jobs by peo¬ 
ple who do not own cars. 


RELATED OPTION: Discretionary Spending, “Limit Highway and Transit Funding to Expected Revenues” (page 168) 



CHAPTER THREE: DISCRETIONARY SPENDING OPTIONS 


OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 173 


Discretionary Spending—Option 24 

Function 400 

Increase the Passenger Fee for Aviation Security 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-2.0 

-2.0 

-2.1 

-2.2 

-2.3 

-2.4 

-2.4 

-2.5 

-2.6 

-8.3 -20.5 

Outlays 

0 

-2.0 

-2.0 

-2.1 

-2.2 

-2.3 

-2.4 

-2.4 

-2.5 

-2.6 

-8.3 -20.5 


This option would take effect in October 2019. 

Fees collected under this option could be recorded in the budget as revenues or as discretionary or mandatory offsets to spending, depending on the 
specific legislative language used to increase them. 


Background 

The Aviation and Transportation Security Act, enacted in 
response to the terrorist attacks of September 11, 2001, 
made the federal government, rather than airlines and 
airports, responsible for screening passengers, carry-on 
baggage, and checked baggage. Implementing new stan¬ 
dards under the 2001 law required the hiring of screeners 
who were more highly qualified and trained, necessitat¬ 
ing increased compensation and raising overall security 
costs. To help pay for those costs, the law directed air¬ 
lines to charge passengers a fee, remitted to the govern¬ 
ment, on trips beginning from an airport in the United 
States. Initially set at $2.50 for a one-way trip with no 
stops and $5 for a trip with one or more stops, the fee 
was raised and restructured by the Congress in 2013 
and 2014. It is now set at $5.60 per one-way trip, with 
a maximum charge of $11.20 per round trip, regardless 
of the number of stops. In 2017, the Transportation 
Security Administration (TSA) collected about 
$3.9 billion from the fee, of which $2.4 billion helped to 
offset its appropriation of $7.3 billion for operations and 
support, most of which relates to civil aviation security. 
Of the remaining fees collected, $1.3 billion was depos¬ 
ited in the Treasury’s general fund and $250 million was 
allocated to TSA’s Aviation Security Capital Fund. 

Option 

This option, which is similar to a proposal in the 
President’s 2019 budget, would increase the passenger 
fee to $8.25 per one-way trip by 2020, with a maximum 


charge of $16.50 per round trip. Projected budget 
authority for TSA would not change. 

Effects on the Budget 

Implementing this option would boost collections 
(and thus reduce net budget authority and outlays) by 
$20 billion over 10 years, the Congressional Budget 
Office estimates. That increase in collections is based on 
CBO’s projections of future air travel, which in turn are 
largely based on the agency’s projections of gross domes¬ 
tic product (GDP), adjusted to account for a slight 
reduction in the amount of travel as a result of the higher 
fees. Once the option went into effect, the total amount 
of fees collected would be equivalent to 80 percent or 
more of the amount of projected total funding for TSA’s 
operations and support and for the allocation to its 
capital fund. A higher percentage of TSA’s costs could be 
recouped if the fee was set to some amount above $8.25 
or vice versa; a given percentage increase or decrease in 
the fee relative to $8.25 would roughly change the effect 
on outlays by the same percentage. 

Uncertainty surrounding CBO’s projections of future 
air travel is the primary source of uncertainty in the 
estimates of the option’s budgetary effects. The actual 
number of trips could be larger or smaller than CBO 
projects, either because actual GDP is higher or lower 
than anticipated in CBO’s current baseline or because 
travel can be affected by factors other than changes in 
GDP—for instance, by changes in airfares resulting from 
changes in the cost of jet fuel. 
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Other Effects 

The main arguments for and against this option rest on 
the principle that the beneficiaries of a service should 
pay for it; the differences lie in who is seen as benefiting 
from TSA’s aviation security efforts. An argument for the 
option is that the primary beneficiaries are passengers 
and that security is a basic cost of airline transportation, 
just as fuel and labor are. The current situation, in which 
roughly 40 percent of those costs are covered partly by 
taxpayers in general, provides a subsidy to airlines and 
their passengers. 


Conversely, an argument against the option is that the 
economy as a whole and the public in general benefit 
from the availability and security of air transportation. 
To the extent that greater security reduces the risk of 
terrorist attacks, the entire population is better off. By 
that reasoning, using less funding provided by taxpayers 
in general to pay for the costs of transportation security 
measures is a disadvantage of the option. 


RELATED OPTiON: Revenues, “Impose Fees to Cover the Costs of Government Regulations and Charge for Services Provided to the Private 
Sector” (page 286) 
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Discretionary Spending—Option 25 

Function 500 

Eliminate Federal Funding for National Community Service 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-1.0 

-1.1 

-1.2 

-1.2 

-1.2 

-1.2 

-1.3 

-1.3 

-1.3 

-4.5 -10.9 

Outlays 

0 

-0.2 

-0.7 

-0.9 

-1.0 

-1.1 

-1.1 

-1.2 

-1.2 

-1.2 

NJ 

oo 

CO 

cr> 


This option would take effect in October 2019. 


Background 

National community service programs provide financial 
and in-kind assistance to students, seniors, and others 
who volunteer in their communities in areas such as 
education, public safety, the environment, and health 
care. In 2018, federal funding for the Corporation for 
National and Community Service (CNCS), which oper¬ 
ates the AmeriCorps and Senior Corps programs, totaled 
$1.1 billion. Participants in CNCS programs receive one 
or more of the following types of compensation: wages, 
stipends for living expenses, training, and subsidies for 
health insurance and child care. In addition, upon com¬ 
pleting their service, participants in certain programs can 
earn education awards, paid from the National Service 
Trust (NST), in amounts tied to the maximum value 
of the Pell grant ($6,095 for the 2018-2019 academic 
year). In 2018, roughly 75,000 people participated in 
AmeriCorps, and 222,000 people participated in Senior 
Corps. 

Option 

This option would eliminate all federal funding for 
CNCS except for funding for the National Service Trust. 
Currently, programs such as AmeriCorps and Senior 
Corps are funded through a mix of public and private 
resources. Each year, private businesses and foundations 
contribute more than $1.2 billion to CNCS’s programs. 
In the absence of federal funding, the volunteer pro¬ 
grams could continue to operate, but only to the extent 
that state and local governments and private entities 
chose to fund them. 

Effects on the Budget 

This option would reduce budget authority by $ 11 bil¬ 
lion from 2020 through 2028, the Congressional Budget 
Office estimates. That estimate includes not only the 


savings in operational costs associated with terminating 
the volunteer programs, but also the savings in CNCS’s 
administrative costs. Under this option, CNCS would 
curtail its operations in 2019 and redirect its budget 
authority toward shutting down. Budget authority from 
2020 through 2028 would be substantially smaller than 
in CBO’s baseline projection, but it would not be elim¬ 
inated entirely because of the ongoing claiming of edu¬ 
cation awards. Former volunteers generally have up to 
seven years (or longer if an extension is granted) to claim 
those awards after completing their service. Accordingly, 
CBO projects continued budget authority through 2028 
to fund the administration of the NST. 

Provided that federal appropriations were reduced 
accordingly, this option would decrease outlays by $9 bil¬ 
lion from 2020 through 2028, CBO estimates. Savings 
would be lower in 2020 and 2021 than in subsequent 
years because of the onetime costs of shutting down 
the agency, such as paying accrued annual leave and 
incurring penalties for canceling leases for office space. 
Drawing on budget authority provided before 2020, 
CNCS’s outlays would decrease gradually over the period 
but would not be eliminated in full because of continued 
disbursements from the NST. If the amount of education 
awards owed to former participants ever exceeded the 
legislated budget authority, the difference would be paid 
for by mandatory spending, not new budget authority. 

Uncertainty in this estimate comes mainly from NST’s 
future disbursements. The amounts that would be paid 
out through 2028 depend on the number of current vol¬ 
unteers who would ultimately qualify for an education 
award, the share of eligible individuals who would claim 
an award, and the timing of those claims. 
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From 2022 through 2028, a funding cut of less than 
100 percent would have an effect on outlays that was 
roughly proportional to the size of the cut. For example, 
if funding was cut in half rather than in full, savings over 
that period would be approximately half the agency’s 
baseline funding level. In 2020 and 2021, however, a 
funding cut of less than 100 percent would have a pro¬ 
portionately larger effect on outlays. That is because costs 
to shut down CNCS would only occur in those early 
years if the option eliminated all funding for the agency. 
If funding was cut in half rather than in full, savings in 
2020 and 2021 would be greater than half of the agency’s 
baseline funding level. 

Other Effects 

An argument in favor of this option is that funding com¬ 
munity service programs at the local level might be more 
efficient than funding them at the federal level because 
the benefits of such programs accrue more to the local 
community than to the nation as a whole. According 
to that argument, the local government, community, or 


organization that received the benefits of a given ser¬ 
vice project would be better positioned than the federal 
government to decide whether that project was valuable 
enough to fund and to determine which service projects 
should receive the highest priority. Another argument 
for eliminating student-focused national service pro¬ 
grams and the education benefits associated with them 
is that unlike most other federal programs that provide 
financial aid to students, CNCS’s education benefits 
are not targeted at low-income students. Participants in 
AmeriCorps are selected without regard to their families’ 
income or assets, so funds do not necessarily go to the 
students with the greatest financial need. 

An argument against eliminating CNCS is that the 
programs provide opportunities for participants of all 
socioeconomic backgrounds to engage in public service 
and develop skills that are valuable in the labor market. 
In addition, if federal funding was not replaced by other 
sources, this option could have adverse effects on the 
communities in which CNCS operates. 
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Discretionary Spending—Option 26 

Function 500 

Eliminate Head Start 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Spending 













Budget authority 

0 

-10 

-11 

-11 

-11 

-11 

-11 

-12 

-12 

-12 

-42 

-101 

Outlays 

0 

-4 

-10 

-10 

-11 

-11 

-11 

-11 

-12 

-12 

-35 

-92 


This option would take effect in October 2019. 

Background 

The two Head Start programs provide comprehensive 
development services, including prekindergarten educa¬ 
tion, for children from low-income families. The Head 
Start program serves primarily 3- and 4-year-old pre¬ 
schoolers, and the Early Head Start program provides 
services to pregnant women and child care for children 
under age 3. (In this option, “Head Start” refers to both 
programs collectively.) Head Start is administered by 
the Department of Health and Human Services, but 
services are provided by state or local governments or 
by private nonprofit or for-profit institutions. Children 
in foster care, children who are homeless, and children 
from families that receive public assistance (from pro¬ 
grams such as Temporary Assistance for Needy Families 
or Supplemental Security Income) qualify for Head Start 
regardless of their families’ income. 

Option 

This option would eliminate Head Start. 

Effects on the Budget 

Provided that federal appropriations were reduced 
accordingly, this option would save $92 billion between 
2020 and 2028, the Congressional Budget Office 
estimates. Head Start served roughly 900,000 children 
in 2017 at an average cost of about $10,000 per child, 
for a total budgetary cost of $9 billion. Outlays for the 
program are projected to rise to $12 billion by 2028, 
CBO estimates. That estimate is based on projections of 
budget authority and on historical trends in spending. 
Eliminating Head Start would therefore reduce budget¬ 
ary costs by an average of about $ 10 billion per year over 
the coming decade. 


CBO projects that about 40 percent of the budget 
authority provided for Head Start in a given year is spent 
in that year, in part because of the timing of contracts 
with grantee institutions, and the remainder is spent over 
the next few years. As a result, the reduction in outlays 
in 2020 would be smaller than the reduction in bud¬ 
get authority in that year because those outlays would 
include spending from the budget authority granted in 
the preceding few years. 

For any given percentage cut to budget authority, out¬ 
lays over the 10-year period would decline by less than 
budget authority. For example, outlays would decline 
by roughly 90 percent if Head Start was eliminated and 
by roughly 45 percent if budget authority was reduced 
by 50 percent. Because CBO’s baseline projections of 
budget authority for discretionary programs reflect 
the assumption that current appropriations will con¬ 
tinue with adjustments for inflation (as described in 
this chapter’s introduction), uncertainty in the budget 
authority estimates primarily results from uncertainty in 
the amount of funding that the Congress will appropri¬ 
ate for Head Start in the coming years. A minor amount 
of additional uncertainty surrounds the rate at which 
outlays would occur. 

Other Effects 

The main argument for this option is that many of the 
children expected to be enrolled in Head Start in the 
future would be enrolled in alternative preschool or child 
care programs (both public and private) if Head Start 
was eliminated. For example, several states have insti¬ 
tuted a universal prekindergarten program with the goal 
of enrolling all 4-year-olds. Most of the children cur¬ 
rently enrolled in Head Start in such states would instead 
be enrolled in the state-sponsored programs, and their 
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families would probably pay no or only partial tuition. 
Children in states where such a program was not avail¬ 
able could be enrolled in private preschools, although the 
tuition costs for such programs would most likely exceed 
those for public programs. 

The main argument against this option is that some 
children from low-income families would not be enrolled 
in any preschool program if Head Start was eliminated. 


Young children who did not attend any program would 
enter kindergarten less prepared than those who did 
attend such programs, and research suggests that they 
might do less well in school and earn less as adults as a 
result. Consequently, economic growth could be lower 
in the future if Head Start was eliminated. In addition, 
eliminating federal subsidies for child care would place 
an additional burden on some low-income families. 


RELATED CBO PUBLICATIONS: “How CBO Analyzes the Economic Effects of Changes in Federal Subsidies for Education and Job Training,” 
CBO Blog (May 3,2017), www.cbo.gov/publication/5236l; The Macroeconomic and Budgetary Effects of Federal Investment 
(lime 2016), www.cbo.gov/publication/5l628 
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Discretionary Spending—Option 27 

Function 500 

Tighten Eligibility for Pell Grants 



Billions of Dollars 


Total 

2019- 2019- 

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2023 2028 


Restrict Pell Grants to Students With an EFC Less Than or Equal to 
65 Percent of the Maximum Pell Grant Award 

Change in Discretionary Spending 


Budget authority 

-0.3 

-0.3 

-0.4 

-0.4 

-0.4 

-0.4 

-0.4 

-0.4 

-0.4 

-0.4 

-1.8 

-3.7 

Outlays 

-0.1 

-0.3 

-0.3 

-0.4 

-0.4 

-0.4 

-0.4 

-0.4 

-0.4 

-0.4 

-1.5 

-3.4 

Change in Mandatory Outlays 

* 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.5 

-1.1 


Restrict Pell Grants to Students With an EFC of Zero 


Change in Discretionary Spending 


Budget authority 

-8.5 

-8.6 

-8.8 

-8.9 

-9.1 

-9.3 

-9.7 

-9.9 

-10.3 

-10.7 

-43.9 

-93.9 

Outlays 

-2.3 

-8.4 

-8.6 

-8.8 

-9.0 

-9.1 

-9.4 

-9.7 

-10.0 

-10.4 

-37.2 

-85.9 

Change in Mandatory Outlays 

-0.6 

-2.1 

-2.1 

-2.2 

-2.2 

-2.2 

-2.3 

-2.3 

-2.3 

-2.3 

-9.1 

-20.6 


Restrict Pell Grants to Students in Families With Income 
Below 250 Percent of the Federal Poverty Level 


Change in Discretionary Spending 


Budget authority 

-0.9 

-0.9 

-1.0 

-1.0 

-1.0 

-1.0 

-1.0 

-1.1 

-1.1 

-1.1 

-4.8 

-10.2 

Outlays 

-0.2 

-0.9 

-0.9 

-1.0 

-1.0 

-1.0 

-1.0 

-1.1 

-1.1 

-1.1 

-4.1 

-9.3 

Change in Mandatory Outlays 

-0.1 

-0.2 

-0.2 

-0.2 

-0.2 

-0.2 

-0.3 

-0.3 

-0.3 

-0.3 

-1.0 

-2.3 


This option would take effect in July 2019. 

The estimates are relative to the Congressional Budget Office’s adjusted April 2018 baseline, updated to account for the increase to the maximum 
discretionary award in the appropriation for fiscal year 2019. 

EFC = expected family contribution; * = between -$50 million and zero. 


Background 

The Federal Pell Grant Program is the largest source of 
federal grant aid to low-income students for undergradu¬ 
ate education. Recipients may enroll at four-year colleges 
and universities, for-profit schools, two-year commu¬ 
nity colleges, institutions that specialize in occupational 
training, or other educational institutions. (Pell grants 
generally are not available to students pursuing graduate 
or professional degrees.) For the 2016-2017 academic 
year, the program provided $27 billion in aid to 7.2 mil¬ 
lion students. 

Eligibility for Pell grants is chiefly determined on 
the basis of a student’s expected family contribution 
(EFC)—the amount, calculated using a formula estab¬ 
lished under federal law, that the government expects 


a family to contribute toward the cost of the student’s 
postsecondary education. The EFC is based on factors 
such as the student’s income and assets. For dependent 
students (in general, unmarried undergraduate students 
under the age of 24 who have no dependents of their 
own), the parents’ income and assets, as well as the num¬ 
ber of other dependent children in the family attending 
postsecondary schools, are also taken into account. 
Under current law, a student cannot receive less than 
10 percent of the maximum Pell grant award. Because 
a student’s award is the maximum award minus the stu¬ 
dent’s EFC, students with an EFC exceeding 90 percent 
of the maximum Pell grant award (that is, an EFC of 
$5,575 or greater for the 2019-2020 academic year) do 
not qualify for a grant. 
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Funding for the Pell grant program has both discre¬ 
tionary and mandatory components. The discretionary 
component is the maximum award set in each fiscal 
year’s appropriation act. For the 2019-2020 academic 
year, that amount is $5,135 per student. One man¬ 
datory component is the funding stemming from the 
Higher Education Act that is dedicated to supporting 
the discretionary program. The other mandatory com¬ 
ponent is add-on funding that increases the maximum 
award. For the 2019-2020 award year, that increase is 
$1,060, resulting in a maximum award of $6,195. The 
Congressional Budget Office estimates that the average 
grant for the 2019-2020 academic year will be $4,200. 

Option 

This option would tighten eligibility for Pell grants. The 
option could be implemented in one of three ways, and 
the savings would depend on the approach taken. 

The first two alternatives would lower the EFC thresh¬ 
old. Under the first alternative, students with an EFC 
exceeding 65 percent of the total maximum Pell grant 
award (that is, an EFC of $4,026 or more for the 
2019-2020 academic year) would be ineligible for a Pell 
grant. Under the second alternative, eligibility would be 
limited to students whose EFC is zero. 

The third alternative would take a different approach, 
adding a criterion for Pell grant eligibility. To qualify for 
a grant under this alternative, students would need to 
be from families whose adjusted gross income is below 
250 percent of the federal poverty level (FPL). For a fam¬ 
ily of four in 2018, the FPL is $25,100. In that example, 
Pell grants for the 2019-2020 program year would be 
limited to students from families of four with income 
below $62,750. 

Effects on the Budget 

Under the first alternative, the number of Pell grant 
recipients would be about 5 percent lower during the 
2019-2028 period, which represents a reduction of 
about 400,000 people per year, on average. Recipients 
who no longer qualified for grants under this alterna¬ 
tive would have received smaller Pell grants, averaging 
$ 1,260 (or less than one-third of the estimated average 
grant amount under current law). If the maximum 
discretionary Pell grant award remained at $5,135, this 
alternative would yield discretionary savings of $3 billion 
and mandatory savings of $1 billion from 2019 through 


2028, CBO estimates, provided that federal appropria¬ 
tions were reduced accordingly. 

Under the second alternative, the number of Pell grant 
recipients would be 37 percent lower during the 2019- 
2028 period, which is a reduction of 3 million people 
per year, on average. Again, recipients who no longer 
qualified for grants under this alternative would have 
received slightly smaller Pell grants, averaging $3,800 (or 
about 90 percent of the estimated average grant amount 
under current law). This alternative would yield discre¬ 
tionary savings of $86 billion and mandatory savings 
of $21 billion through 2028, CBO estimates. Although 
this alternative would reduce the number of Pell grant 
recipients by about 8 times as much as under the first 
alternative, the savings would be more than 20 times 
larger because the average amount granted to affected 
people under the second alternative is larger. 

Under the third alternative, the number of Pell grant 
recipients would be about 6 percent lower during the 
2019-2028 period, which is a reduction of 465,000 peo¬ 
ple per year, on average. Recipients who no longer quali¬ 
fied for grants under this alternative would have received 
Pell grants averaging $2,700 (or about 65 percent of the 
estimated average grant amount under current law). The 
savings would be larger under this alternative than under 
the first alternative because the average grant amount 
among those students is larger. Through 2028, discre¬ 
tionary savings would total $9 billion, and mandatory 
savings would total $2 billion, CBO estimates. 

Under current law, the Pell Grant program’s costs and 
number of recipients are estimated to grow by about 
2 percent per year. That growth is somewhat slower than 
the growth in the total number of students attending 
postsecondary schools because some students would lose 
eligibility for Pell grants as their family income grew. 
Under this option, the distribution of Pell grant applica¬ 
tions by EFC, income, and family size would remain sta¬ 
ble over the next decade, CBO estimates. To the extent 
allowed under current law, affected students would com¬ 
pensate by borrowing more through the federal student 
loan program, in CBO’s judgment. (Funding for the 
Pell grant program is primarily discretionary and, thus, 
subject to appropriation each year. Therefore, CBO does 
not show direct spending effects, including student loan 
effects, for changes specific to the Pell grant program.) 
The effects on outlays are much smaller in 2019 than in 
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other years because the option would take effect in July 
of that year and the fiscal year ends in September. 

Uncertainty about the number of Pell grant recipients is 
the primary source of uncertainty in CBO’s estimates. 
The number of recipients is generally affected by eco¬ 
nomic factors, including job opportunities, the cost of 
attending school, and expectations of future opportu¬ 
nities for college graduates. The number of Pell grant 
recipients is also affected by the discretionary maximum 
award amount, which is set each year. 

Other Effects 

An argument for this option, applicable to all three 
alternatives, is that it would focus federal aid on students 
who, on the basis of the federally calculated EFC (and 
the federally calculated FPL in the third alternative), 
tend to have lower income. Students who would be 
affected under the first alternative would probably still be 
able to pay to attend a public two-year college: Tuition 
and fees at those schools for the 2016-2017 academic 
year averaged about $3,500, which is below the EFC of 
students who would be affected under that alternative. 

An additional argument, applicable to all three alterna¬ 
tives, is that many students affected by the tightening 
of eligibility criteria for Pell grants would qualify for 
other financial support. Most students whose EFC was 
in the affected range under either of the first two alter¬ 
natives would be eligible for $3,500 or more in federal 
loans that are interest-free while students are in school. 
Furthermore, educational institutions might respond 


to the change by shifting some of their own aid to 
students who would not be eligible under the option. 

(A few studies suggest that institutions responded to past 
increases in the size of Pell grants by raising tuition and 
shifting more of their own aid to students who did not 
qualify for those grants.) 

An argument against all three alternatives is that many 
Pell grant recipients have educational expenses that 
greatly exceed the sum of their family’s EFC and other 
aid (in the form of grants, loans, or work-study pro¬ 
grams) from federal, state, institutional, or other sources. 
In the 2015-2016 academic year, for example, 30 per¬ 
cent of students with an EFC above 65 percent of the 
maximum Pell grant at the time and 85 percent of 
students with an EFC between zero and 65 percent of 
the maximum grant incurred educational expenses that 
exceeded the sum of their family’s EFC and aid other 
than from Pell grants. Denying Pell grants to those 
students would further increase the cost of obtaining an 
undergraduate education and might cause some of them 
to pursue less postsecondary education or to forgo it 
altogether. Furthermore, some families may not be able 
or willing to contribute the EFC amount. 

An argument against the third alternative is that 
high-income families who are eligible for Pell grants on 
the basis of the EFC formula because they have several 
children in college at the same time might not qualify 
on the basis of the FPL formula. Thus, that alterna¬ 
tive would limit benefits for some families with several 
members in college. 


RELATED OPTIONS: Mandatory Spending, “Eliminate or Reduce the Add-On to Pell Grants, Which Is Funded With Mandatory Spending" 
(page 26), “Reduce or Eliminate Subsidized Loans for Undergraduate Students” (page 31); Revenues, “Eliminate Certain Tax 
Preferences for Education Expenses” (page 244) 

RELATED CBO PUBLICATIONS: Federal Aidfor Postsecondary Students 0une 2018), www.cbo.gov/pubhcation/53736; Distribution 
ofFederal Support for Students Pursuing Higher Education in 2016 Q une 2018), www.cbo.gov/publication/53732; The Pell Grant 
Program: Recent Growth and Policy Options (September 2013), www.cbo.gov/publication/44448; Options to Change Interest Rates and 
Other Terms on Student Loans (June 2013), www.cbo.gov/publication/44318 
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Discretionary Spending—Option 28 

Function 600 

Increase Payments by Tenants in Federally Assisted Housing 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-0.6 

-1.2 

-1.8 

-2.5 

-3.2 

-3.3 

-3.4 

-3.4 

-3.5 

-6.1 -22.9 

Outlays 

0 

-0.3 

-0.9 

-1.5 

-2.2 

-2.9 

-3.2 

-3.3 

-3.4 

-3.5 

-4.9 -21.2 


This option would take effect in October 2019. 


Background 

The federal government provides housing assistance 
directly to low-income tenants through the Housing 
Choice Voucher program (sometimes called Section 
8), public housing, and project-based rental assistance. 
Those three types of assistance, which are funded by 
the Department of Housing and Urban Development, 
generally require tenants to pay 30 percent of their 
household income (after certain adjustments) toward 
housing expenses; the federal government covers the 
balance of the tenants’ rent, up to established limits. In 
2016, by the Congressional Budget Office’s estimate, 
expenditures for all three programs came to roughly 
$8,000 per recipient household. That amount includes 
rent subsidies as well as payments to the local public 
housing agencies and contractors that administer the 
programs. 

Option 

Under this option, tenants’ rental contribution would 
gradually increase from 30 percent of adjusted household 
income in 2019 to 35 percent in 2024 and then remain 
at that higher rate. 

Effects on the Budget 

Provided that federal appropriations were reduced 
accordingly, those higher rent contributions would 
decrease outlays from 2019 through 2028 by a total of 
$21 billion: $ 10 billion for the Housing Choice Voucher 
program, $4 billion for public housing, and $7 billion 
for project-based rental assistance, CBO estimates. 

People in 3.9 million low-income households would 
pay an increasing share of their income for rent through 
2024, at which point the average annual increase in 
household rent paid by tenants would be $810 (an 


amount equivalent to 5 percent of their average adjusted 
household income). 

Decreases in federal outlays would equal increases in 
tenants’ rental contributions. That relationship would 
probably hold even if the increase in tenants’ contribu¬ 
tion was three times larger—15 percentage points— 
than the one examined here (5 percentage points). The 
relationship would no longer hold if the increase was so 
large that demand for housing assistance fell significantly. 
However, even if tenants’ rental contribution increased 
by 15 percentage points, demand for housing assistance 
would probably not ease substantially. In 2015, more 
than 8 million households were eligible for housing 
assistance but not receiving any and were paying more 
than 50 percent of their household income in rent. (The 
number increases to almost 12 million if households that 
spend more than 30 percent of their income on rent are 
considered.) CBO expects that many of those households 
would enroll in a housing assistance program even if 
their expected rental contribution was 45 percent of their 
income. 

Uncertainty about the budgetary effects of this option 
stems from uncertainty about the option’s effects on 
tenants’ incentives to work. Because a larger share of 
any increase in tenants’ income would go toward rent, 
the incentive for tenants to boost their earnings would 
decrease under the option. CBO’s estimate does not 
incorporate a response by tenants to that incentive. 
Separately from the changes in behavior stemming 
from the option itself, if actual increases in income for 
lower-income households were higher or lower than 
CBO projects, savings associated with the option would 
increase or decrease accordingly. 
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Other Effects 

One argument for this option is that even if tenants’ 
required rental contribution was increased to 35 percent 
of their income, that share might still be lower than the 
share of income paid by their counterparts who do not 
receive housing assistance. 


An argument against implementing this option is that 
assisted renters would have less money to purchase 
other necessary goods and services, such as food, health 
care, and transportation. In addition, by increasing the 
proportion of income that tenants are required to pay for 
rent, the option would reduce the incentive for partici¬ 
pants to boost their income. 


RELATED OPTIONS: Discretionary Spending, “Reduce Funding for the Housing Choice Voucher Program or Eliminate the Program” 
(page 184); Revenues, “Repeal the Low-Income Housing Tax Credit” (page 276) 

RELATED CBO PUBLICATIONS: Federal Housing Assistance for Low-Income Households (September 2015), www.cbo.gov/ 
publication/50782; Groivth in Means-Tested Programs and Tax Creditsfor Low-Income Households (February 2013), 
www.cbo.gov/publication/43934;hw Overview of Federal Support for Housing (November 2009), www.cbo.gov/publication/41219 
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Discretionary Spending—Option 29 Function 600 

Reduce Funding for the Housing Choice Voucher Program or Eliminate the Program 


Billions of Dollars 

2019 

2020 

2021 

2022 2023 

2024 2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 




Reduce Funding for the Housing Choice Voucher Program 



Change in Spending 











Budget authority 

0 

-1 

-1 

-1 -1 

-1 -1 

-1 

-1 

-1 

-4 

-9 

Outlays 

0 

-1 

-1 

-1 -1 

-1 -1 

-1 

-1 

-1 

-4 

-9 





Eliminate the Housing Choice Voucher Program 




Change in Spending 











Budget authority 

0 

-3 

-5 

-8 -11 

-14 -17 

-20 

-24 

-27 

-27 

-129 

Outlays 

0 

-2 

-5 

-8 -10 

-13 -17 

-20 

-23 

-27 

-25 

-125 


This option would take effect in October 2019. 


Background 

The Housing Choice Voucher program (sometimes 
called Section 8) provides federally funded vouchers that 
recipients can use to help pay the rent on units that they 
find in the private housing market. (Property owners 
choose whether to participate in the program.) To receive 
assistance, a household must have income that is below a 
specified level, and it must wait for a voucher to become 
available. Although roughly 20 million households 
qualify for federal rental assistance on the basis of their 
income, only about one-quarter of those households 
receive it because funding for the three discretionary 
spending programs that provide it is limited. 

Recipients usually pay 30 percent of their household 
income, after certain deductions, toward their rent. 

The value of the voucher is the difference between a 
household’s rental payment and the limit on rent for the 
area. That limit, which is determined annually by the 
Department of Housing and Urban Development, is 
based on the benchmark rent charged for standard rental 
housing in the area. In some areas, the benchmark rent 
is set at the 40th percentile (meaning that it is less than 
60 percent of rents in the area) and in others, at the 50th 
percentile. Recipients can continue to use their vouchers 
even if they move within the same area or out of the area. 

Each year, households leave the program for various 
reasons—some because of the dissolution of their family, 


others because of a violation of the program’s rules, and 
still others because of increases in income which cause 
them to no longer be eligible for a voucher. The vouchers 
that had been used by those households are reissued, to 
the extent that funding is available, to eligible house¬ 
holds on waiting lists for federal housing subsidies. The 
Congressional Budget Office estimates that the projected 
amount of budget authority in the baseline for the pro¬ 
gram would support 2.3 million households in 2020 and 
2.1 million households in 2028. 

Option 

This option includes two alternatives for reducing 
spending on vouchers. Lawmakers could reduce funding 
for the voucher program by 5 percent starting in 2020, 
mainly by not reissuing vouchers when households leave 
the program. Alternatively, lawmakers could eliminate 
the program gradually by reducing the baseline budget 
authority by about $3 billion in 2020 and by an addi¬ 
tional $3 billion (cumulatively) in each year from 2021 
through 2028, at which point the budget authority 
would be zero. 

Effects on the Budget 

Reducing funding for the voucher program by 5 percent 
each year starting in 2020 would decrease federal spend¬ 
ing by $9 billion from 2020 through 2028, and elimi¬ 
nating the program altogether would decrease spending 
by $125 billion over that period, CBO estimates. (The 
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federal government will spend $9,400 per year, on aver¬ 
age, for each household that receives a voucher in 2019, 
CBO estimates.) Reducing funding for the program by 
5 percent in 2020 would result in about 115,000 fewer 
households receiving housing assistance from the federal 
government, in CBO’s estimation. Eliminating the 
program would leave about 2.2 million households, cor¬ 
responding to about 5 million people, without housing 
assistance from the federal government in 2028. 

Decreases in federal outlays associated with reducing 
funding for the voucher program by 5 percent start¬ 
ing in 2020 reflect CBO’s assumption that spending 
would decline in accordance with historical patterns. 

The Congress generally provides a portion of the fund¬ 
ing for the program a year in advance; consequently, 
CBO assumes that some of the reduction in budget 
authority would not result in lower outlays until the 
following year. Decreases in federal outlays associated 
with eliminating the housing choice voucher program 
reflect CBO’s assumption that budget authority for the 
program would be eliminated over nine years and that 
spending would fall accordingly. 

Uncertainty about the budgetary effects of reducing 
funding for or eliminating the housing choice voucher 
program stems from uncertainty about whether actual 
appropriations would match CBO’s baseline projections. 
The budget authority for the option is based on CBO’s 
baseline projection of discretionary budget authority, 
which starts with the most recently appropriated amount 
and then grows with inflation. 

Other Effects 

An argument in support of reducing funding for the 
voucher program by 5 percent is that no one would lose 


assistance as a direct result of such a reduction. That is 
because the reduction in the number of vouchers that it 
would require would be less than the number of house¬ 
holds that CBO expects to leave the program in a given 
year. In 2017, for example, about 190,000 voucher- 
subsidized households (or about 8 percent of participat¬ 
ing households) left the program. 

One argument in support of eliminating the voucher 
program entirely is that providing assistance to some 
households through the program is unfair to other 
households that qualify for federally assisted rental hous¬ 
ing but do not receive assistance. (That number is three 
times as large as the number of households that receive 
assistance from those programs.) Unassisted households 
must pay their own rent in full, and at least four-fifths 
of those households spend more than 30 percent of their 
income on rent. 

An argument against reducing funding for the program 
is that doing so would lengthen the time that eligible but 
unassisted households would have to wait to receive assis¬ 
tance. In 2017, the households that were added to the 
voucher program had been waiting for 32 months, on 
average. That number probably understates the amount 
of time that households have to wait for assistance 
because many waiting lists are periodically closed to new 
applicants. 

An argument against eliminating the voucher program 
entirely is that doing so would probably increase over¬ 
crowding and homelessness. Under that alternative, 
about 2 million households that would receive vouchers 
in 2028 under current law would no longer receive hous¬ 
ing assistance. 


RELATED OPTIONS: Discretionary Spending, “Increase Payments by Tenants in Federally Assisted Housing” (page 182); Revenues, “Repeal 
the Low-Income Housing Tax Credit” (page 276) 

RELATED CBO PUBLICATIONS: Federal Housing Assistance for Low-Income Households (September 2015), www.cbo.gov/ 
publication/50782; Growth in Means-Tested Programs and Tax Creditsfor Low-Income Households (February 2013), 
www.cbo.gov/publication/43934; An Overview of Federal Support for Housing (November 2009), www.cbo.gov/publication/41219 
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Discretionary Spending—Option 30 

Function 700 

End Enrollment in VA Medical Care for Veterans in Priority Groups 7 and 8 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Discretionary Spending 













Budget authority 

0 

-5.7 

-5.9 

-6.1 

-6.3 

-6.6 

-6.8 

-7.0 

-7.2 

-7.5 

-24.0 

-59.1 

Outlays 

0 

-5.0 

-5.7 

-6.0 

-6.2 

-6.4 

-6.7 

-6.9 

-7.1 

-7.4 

-22.9 

-57.4 

Change in Mandatory Outlays 

0 

2.8 

2.9 

3.0 

3.1 

3.2 

3.3 

3.4 

3.5 

3.6 

11.8 

28.8 


This option would take effect in October 2019. 

Discretionary savings accrue to the Department of Veterans Affairs. Increases in mandatory outlays are projected for the Medicare and Medicaid 
programs and for federal spending on subsidies provided through the health insurance marketplaces established under the Affordable Care Act. 


Background 

The Department of Veterans Affairs (VA) offers a wide 
range of medical care to veterans, including provid¬ 
ing inpatient and outpatient care, filling prescriptions, 
and offering assistive devices to veterans. That care is 
provided at little or no charge to enrolled veterans. 
Veterans who seek medical care from VA are assigned 
to one of eight priority groups on the basis of disability 
status and income, among other factors. For exam¬ 
ple, enrollees in priority groups 1, 2, and 3 generally 
have service-connected disabilities (as determined by 
VA), and their income does not affect eligibility for 
VA medical care. Veterans in priority group 7 do not 
have service-connected disabilities, and their annual 
income is above a national threshold (about $32,000 for 
a household of one in 2017) set by VA but below a 
(generally higher) geographically adjusted threshold. 
Those in priority group 8 do not have service-connected 
disabilities, and their income is above both the national 
and the geographic thresholds. In 2017, about 2 million 
veterans were in priority groups 7 and 8. 

Although veterans in priority groups 7 and 8 do not 
pay enrollment fees, they make copayments, and VA 
can bill their private insurance plans for reimburse¬ 
ment. Together, the copayments and reimbursements 
cover about 14 percent of VA’s costs of care for those 
groups. In 2017, VA incurred $6 billion in net costs for 
those patients, or about 9 percent of the department’s 
net spending for veterans’ medical care. When priority 
groups were established in 1996, the Secretary of the 
Department of Veterans Affairs was given the author¬ 
ity to decide which groups VA would serve each year. 


Because of budgetary constraints, VA ended enrollment 
of veterans in priority group 8 in 2003. Veterans who 
were enrolled at that time were allowed to remain in VA’s 
health care system. In 2009, enrollment was reopened to 
certain veterans in that group. 

Option 

This option would end enrollment in VA’s health care 
system for veterans in priority groups 7 and 8: No new 
enrollees would be accepted, and current enrollees would 
be disenrolled starting in October 2019. 

Effects on the Budget 

The Congressional Budget Office estimates that ending 
enrollment for veterans without service-connected dis¬ 
abilities and whose income exceeds the national thresh¬ 
old would reduce discretionary spending by $57 billion 
from 2020 through 2028. Under this option, about 
2 million fewer veterans would be enrolled in VA’s health 
care system each year. Because not all enrolled veterans 
use VA medical care each year, an average of about 1 mil¬ 
lion veterans would no longer be treated by VA in any 
given year. The result would be an average annual savings 
of about $6,000 per disenrolled patient over that period. 

Mandatory spending for other federal health care 
programs—such as Medicare and Medicaid and federal 
subsidies provided through the health insurance mar¬ 
ketplaces established under the Affordable Care Act— 
would increase because enrollees would seek medical care 
through other sources. (More than half of the enrollees 
in priority groups 7 and 8 are over the age of 65.) CBO 
estimates that, overall, mandatory spending would 
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rise by $29 billion between 2020 and 2028 under this 
option. 

The greatest sources of uncertainty in this estimate of 
savings over the next 10 years are CBO’s estimates of the 
number of veterans affected by the option and how their 
reliance on other forms of health care might change. 
Under current law, enrollees in priority groups 7 and 
8 receive nearly 20 percent of their medical care from 
VA. As the health care delivery and insurance markets 
evolve over the projection period, that pattern of reliance 
might change. 

Other Effects 

An advantage of this option is that VA could focus on 
veterans with the greatest service-connected medical 


needs and the fewest financial resources. In 2017, nearly 
90 percent of enrollees in priority groups 7 and 8 had 
other health care coverage, mostly through Medicare or 
private health insurance. As a result, the vast majority of 
veterans who would lose access to VA health care would 
have other sources of coverage, including the health 
insurance marketplaces. 

A disadvantage of the option is that veterans in prior¬ 
ity groups 7 and 8 who have come to rely on VA, even 
in part, might find their health care disrupted. Some 
veterans—particularly those with income just above the 
thresholds—might find it difficult to obtain other care. 


RELATED CBO PUBLICATIONS: Comparing the Costs ofthe Veterans’ Health Care System With Private-Sector Costs (December 2014), 
www.cbo.gov/publication/49763; testimony of Heidi L.W. Golding, Principal Analyst for Military and Veterans’ Compensation, 
before the Senate Committee on Veterans’ Affairs, Potential Costs of Health Carefor Veterans of Recent and Ongoing U.S. Military 
Operations (July 27,2011), www.cbo.gov/publication/41585; Potential Costs of Veterans’ Health Care (October 2010), www.cbo.gov/ 
publication/21773 
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Discretionary Spending—Option 31 Multiple Functions 

Reduce the Annual Across-the-Board Adjustment for Federal Civilian Employees’ Pay 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-0.9 

-2.1 

-3.4 

-4.8 

-6.3 

-7.8 

-9.4 

-11.1 

-13.0 

-11.2 -58.7 

Outlays 

0 

-0.8 

-2.1 

-3.4 

-4.7 

-6.2 

-7.7 

-9.4 

-11.1 

-12.9 

-11.0 -58.2 


This option would take effect in January 2020. 


Background 

Under the Federal Employees Pay Comparability Act 
of 1990 (FEPCA), most federal civilian employees 
receive a pay adjustment each January. As specified by 
that law, the size of the adjustment is set at the annual 
rate of increase in the employment cost index (ECI) for 
wages and salaries of workers in private industry minus 
0.5 percentage points. The across-the-board increase as 
spelled out in FEPCA does not, however, always occur. 
The President can limit the size of the increase if he 
or she determines that a national emergency exists or 
that serious economic conditions call for such action. 
Similarly, the Congress can authorize an adjustment that 
differs from the one sought by the President. In each 
year since 2011, policymakers have either lowered the 
annual across-the-board adjustment for federal employ¬ 
ees below the percentage specified in FEPCA or canceled 
it altogether. 

Option 

This option would reduce the annual across-the-board 
adjustment specified in FEPCA by 0.5 percentage points. 
From 2020 through 2028, the adjustment would equal 
the growth rate in the ECI minus 1 percentage point. If 
the growth rate for the ECI is less than 1 percent, which 
has not occurred during the 27 years the index has been 
recorded, then no across-the-board adjustment would be 
granted for that year. 

Effects on the Budget 

Provided that federal appropriations were reduced 
accordingly, federal outlays would decline by $58 billion 
from 2020 through 2028, the Congressional Budget 
Office estimates. Outlays would fall by $800 million 
in 2020, and the reduction would grow to $ 13 billion 
in 2028. The growth in the annual savings is a result of 


the smaller pay raises accumulating over time; by 2028, 
federal employees’ pay would be 4 percent lower under 
this option than it would be otherwise. 

The largest source of uncertainty in the estimate of 
savings over the next 10 years is the projected size of 
the federal civilian workforce. Over the past 20 years, 
the federal workforce has fluctuated between 1.8 mil¬ 
lion employees (in calendar year 2001) and 2.3 million 
employees (in calendar year 2010). Another source of 
uncertainty in the projected savings stems from the 
timing of retirement for eligible employees. If a signifi¬ 
cant number of retirement-eligible federal workers decide 
to retire as a result of the smaller increases in pay, then 
larger retirement costs could boost mandatory spending, 
which would offset some of the savings in compensation 
produced under this option. (CBO has not formally 
estimated the magnitude of those costs, but preliminary 
research indicates that they would offset only a small 
portion of the savings.) 

For alternative approaches that would reduce the across- 
the-board adjustment by more than 0.5 percentage 
points, a couple of considerations could factor more 
heavily into the estimated savings. First, the increase in 
mandatory spending from workers’ retiring earlier could 
become substantial. That is because the growth of future 
annuity payments is based on salary growth for employ¬ 
ees who continue to work; for retirees age 62 or older, 
however, that calculation is based on the consumer price 
index. Thus, large cuts to the across-the-board adjust¬ 
ment would cause additional years of service to reduce 
the size of workers’ future annuity payments, which 
could prompt many of those workers to retire instead 
of continuing to work. Second, the option includes the 
stipulation that it would not result in across-the-board 
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adjustments that reduced salaries, because research indi¬ 
cates that workers are very averse to such reductions. In 
CBO’s estimation, that stipulation would not affect the 
savings for this option, but it could reduce the savings 
from alternative approaches that imposed larger reduc¬ 
tions to the across-the-board adjustment. 

Other Effects 

Compensation for federal civilian employees constitutes 
about 18 percent of discretionary spending. One argu¬ 
ment for this option is that reducing the annual across- 
the-board adjustment is a relatively straightforward way 
to substantially cut spending across agencies. In addition, 
those cuts may not significantly affect the agencies’ 
ability to retain employees for the roughly 40 percent 
of jobs that do not require a bachelor’s degree because 
those employees would probably still receive higher 


compensation than similar workers in the private-sector 
earn, on average. 

An argument against this option is that it could make 
it more difficult for the federal government to recruit 
and retain qualified employees, especially for agencies 
that require workers with advanced degrees and profes¬ 
sional skills. Recent research suggests that smaller salary 
increases have led to fewer employees continuing to work 
for the federal government. Other research suggests that 
federal workers with professional and advanced degrees 
are paid less than their private-sector counterparts. Thus, 
smaller across-the-board adjustments in federal pay 
would widen the gap in compensation between federal 
and private-sector workers for jobs that require more 
education. 


RELATED OPTION: Discretionary Spending, “Reduce the Size of the Federal Workforce Through Attrition” (page 190) 

RELATED CBO PUBLICATIONS: Justin Falk and Nadia Karamcheva, Comparing the Effects of Current Pay and Defined Benefit Pensions 
on Employee Retention, Working Paper 2018-06 (June 2018), www.cbo.gov/publication/54056; Comparing the Compensation of Federal 
and Private-Sector Employees, 2011 to 2015 (April 2017), www.cbo.gov/publication/52637;hw«/y«k of Federal Civilian and Military 
Compensation (January 2011), www.cbo.gov/publication/22002 
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Discretionary Spending—Option 32 

Multiple Functions 

Reduce the Size of the Federal Workforce Through Attrition 



Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 2028 

Change in Spending 












Budget authority 

0 

-0.6 

-2.0 

-3.4 

-4.3 

-4.7 

-4.9 

-5.0 

-5.2 

-5.3 

-10.3 -35.4 

Outlays 

0 

-0.6 

-1.9 

-3.3 

-4.3 

-4.7 

-4.8 

-5.0 

-5.2 

-5.3 

-10.2 -35.2 


This option would take effect in October 2019. 


Background 

In 2017, the federal government employed about 
2.1 million civilian workers, excluding Postal Service 
employees. About 43 percent worked in the Department 
of Defense or Department of Homeland Security, and 
roughly 17 percent were employed by the Department 
of Veterans Affairs. The rest worked in agencies that pro¬ 
vide a variety of public services—regulating businesses, 
investigating crimes, collecting taxes, and administering 
programs for the elderly, poor, and disabled, for example. 
The largest costs that the federal government incurs for 
its civilian employees are for salaries, future retirement 
benefits, and health insurance. 

Option 

This option would prohibit selected federal agencies from 
hiring more than one employee for every two workers 
who leave, until the number of federal civilian employ¬ 
ees at agencies the President allowed to be affected was 
reduced by 10 percent. Agencies would be limited in 
their ability to replace those employees with contrac¬ 
tors or to increase compensation for new hires because 
their appropriations would be decreased accordingly. 

The President would be allowed to exclude an agency 
from the requirement to replace every two workers with 
one worker under certain conditions—because of a 
national security concern or an extraordinary emergency, 
for instance, or if the performance of a critical mission 
required doing so. 

Effects on the Budget 

This option would reduce the deficit by $35 billion from 
2019 through 2028, the Congressional Budget Office 
estimates. CBO arrived at that figure by combining 
estimates of the reduction in hiring with estimates of the 
average cost of compensating a hire. About two-thirds of 


the federal civilian workforce would be exempt from the 
requirement, in CBO’s estimation, leaving an affected 
workforce of about 700,000 and a total reduction in 
that workforce of about 70,000. Given recent rates of 
employee turnover, the government would reach that 
total by hiring about 21,000 fewer employees in each 
year through 2022 and about 6,000 fewer employees in 
2023. By the end of 2020, CBO expects, the average cost 
of compensating an employee would be about $72,000 
for his or her first full year of employment. Thus, if 
employees are hired at roughly the same rate throughout 
the year, the amount spent on them would be reduced 
by about $800 million in the first year after enactment 
of this or a similar option. The deficit would fall by a 
smaller amount—$600 million—because about one- 
fifth of employees are paid from fees their agency collects 
for providing certain services, such as customs fees and 
patent registration fees. CBO expects that decreasing 
the number of people providing those services would 
reduce those collections by an equal amount. By 2028, 
the reduction in the deficit would grow to $5.3 billion as 
the effects of reduced hiring on the size of the workforce 
accumulated. 

A large source of uncertainty in this option’s estimate 
of savings over the next 10 years is CBO’s estimate of 
the portion of workers who would be exempt from this 
requirement. To determine that number, CBO examined 
data from the two most recent government shutdowns. 
On the basis of the number of employees who continued 
working during those shutdowns, CBO estimates that 
about two-thirds of the federal civilian workforce would 
be exempt from this requirement. However, it is unclear 
whether the President would respond to this option the 
way past Presidents responded to temporary shutdowns. 
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A second large source of uncertainty is the portion of 
nonexempt workers whose compensation is provided 
from agency collections. Depending on which agencies 
the President chose to exempt from this requirement, 
the fraction of the reduction in budgetary authority that 
represented a decrease in offsetting collections would 
vary That is because the employees whose compensation 
is funded by such collections are unevenly spread across 
agencies. 

Alternative approaches that set more or less stringent 
limits on the fraction of departing workers that agencies 
could replace might lead to the President’s exempting 
more or fewer agencies from the limit. For example, the 
savings from a hiring freeze (in which case agencies are 
not allowed to hire any employees for every two who 
leave) would be less than twice the savings generated by 
this option if the freeze constrained the ability of more 
agencies to perform critical missions. 

Other Effects 

An argument for this option is that some agencies could 
continue to provide crucial services with a smaller work¬ 
force by operating more efficiently and by eliminating 
services that are not cost-effective. The number of man¬ 
agement and supervisory positions has increased in many 
agencies as the workforce has aged, and research suggests 
that, in some cases, the additional layers of management 
hamper performance. This option could encourage agen¬ 
cies to reduce the number of managers and supervisors 
through attrition as people in those positions retire over 
the next few years. Research also suggests that federal 


workers in the roughly 40 percent of jobs that do not 
require a college degree earn more than their counter¬ 
parts in the private sector. If private-sector compensation 
is indicative of the value of those positions, then the 
savings generated by trimming that part of the workforce 
would exceed the value of the services that those jobs 
produce. 

An argument against this option is that trends in federal 
employment suggest that the federal workforce might 
already be under strain from previous cost-cutting 
measures and that further reductions could impair the 
government’s ability to fulfill parts of its mission. The 
federal civilian workforce has grown little over the past 
20 years, whereas both the number of people the gov¬ 
ernment serves (as measured by the population of the 
United States) and federal spending per person have 
grown substantially. Moreover, the workforce at most 
agencies has shrunk, and the modest growth in the total 
number of federal civilian employees largely reflects 
hiring for the Department of Homeland Security (which 
was established in 2002) and the Department of Veterans 
Affairs (which increased the volume of services it pro¬ 
vides to veterans). Workforce reductions at those or other 
agencies would probably reduce the quality and quantity 
of some of the services provided and could have other 
negative effects, such as increasing the amount of fraud 
and abuse in some government programs. Lastly, because 
this option would be phased in as workers left their posi¬ 
tions, federal agencies would have little control over the 
timing of the workforce reductions. 


RELATED OPTION: Discretionary Spending, “Reduce the Annual Across-the-Board Adjustment for Federal Civilian Employees' Pay” 
(page 188) 

RELATED CBO PUBLICATION: Comparing the Compensation of Federal and Private-Sector Employees, 2011 to 2015 (April 2017), 
www.cbo.gov/publication/52637 
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Discretionary Spending—Option 33 



Multiple Functions 

Reduce Funding for Certain Grants to State and Local Governments 





Total 

Billions of Dollars 

2019 2020 

2021 2022 2023 2024 2025 2026 2027 

2019- 

2028 2023 

2019- 

2028 


Reduce Department of Energy Grants for Energy Conservation and Weatherization 


Change in Spending 






Budget authority 

0 -0.1 

-0.2 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2 

-0.2 

-0.6 

-1.5 

Outlays 

0 

-0.1 -0.1 -0.1 -0.2 -0.2 -0.2 -0.2 

-0.2 

-0.3 

-1.2 



Reduce Environmental Protection Agency Funding for 
Wastewater and Drinking Water Infrastructure and Other Grants 




Change in Spending 






Budget authority 

0 -0.9 

-1.8 -1.9 -1.9 -1.9 -2.0 -2.1 -2.1 

-2.2 

-6.4 

-16.7 

Outlays 

0 -0.1 

-0.7 -1.4 -1.8 -1.9 -1.9 -2.0 -2.0 

-2.1 

-4.0 

-14.0 



Reduce Department of Housing and Urban Development Funding for 
Community Development Block Grants 



Change in Spending 






Budget authority 

0 -0.8 

-1.6 -1.7 -1.7 -1.7 -1.8 -1.8 -1.8 

-1.9 

-5.8 

-14.8 

Outlays 

0 

-0.2 -0.7 -1.3 -1.6 -1.7 -1.7 -1.8 

-1.8 

-2.2 

-10.7 



Reduce Funding for Certain Department of Education Grants 




Change in Spending 






Budget authority 

0 -0.4 

O 

O 

oo 

p 

bo 

p 

bo 

p 

bo 

p 

bo 

p 

bo 

-0.9 

-2.6 

-6.8 

Outlays 

0 

-0.2 -0.6 -0.7 -0.8 -0.8 -0.8 -0.8 

-0.8 

-1.5 

-5.5 



Reduce Funding for Certain Department of Justice Grants 




Change in Spending 






Budget authority 

0 -0.7 

-1.5 -1.5 -1.5 -1.6 -1.6 -1.6 -1.7 

-1.7 

-5.2 

-13.4 

Outlays 

0 -0.1 

-0.5 -0.9 -1.2 -1.4 -1.5 -1.6 -1.6 

-1.6 

-2.7 

-10.5 



Total 




Change in Spending 






Budget authority 

0 -2.8 

-5.8 -5.9 -6.1 -6.2 -6.4 -6.5 -6.7 

-6.8 

-20.7 

-53.2 

Outlays 

0 -0.3 

-1.7 -3.7 -5.1 -5.8 -6.1 -6.2 -6.4 

-6.5 

-10.8 

-41.9 

This option would take effect in October 2019. 

* = between -$50 million and zero. 






Background 

The federal government provided $675 billion in grants 
to state and local governments in 2017. Those grants 
redistribute resources among communities around the 
country, finance local projects that may have national 
benefits, encourage policy experimentation by state and 
local governments, and promote national priorities. 


Although federal grants to state and local governments 
fund a wide variety of programs, spending is con¬ 
centrated in the areas of health care, income security, 
education, the environment, and transportation. The 
conditions that accompany those federal funds vary 
substantially: Some grant programs give state and local 
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governments broad flexibility in spending federal funds, 
whereas others impose more stringent conditions. 

Option 

This option would reduce funding for a group of grants 
by 50 percent over two years. New funding would be 
decreased by 25 percent in 2020 and by 50 percent 
for the remaining years through 2028. (The grants are 
illustrative of those made by the federal government 
to state and local governments.) The option includes 
several changes that could be implemented individually 
or together. Those changes would reduce funding for the 
following programs: 

■ The Department of Energy’s grants for energy 
conservation and weatherization through the 
Weatherization and Intergovernmental Programs 
Office. 

■ The Environmental Protection Agency’s (EPA’s) grants 
for wastewater and drinking water infrastructure, as 
well as other grants that help states implement federal 
water, air, waste, and chemical programs. 

■ The Department of Elousing and Urban 
Development’s Community Development Block 
Grant (CDBG) program. 

■ Certain Department of Education grants, like those 
for the 21st Century Community Learning Centers, 
which fund nonacademic programs that address the 
physical, emotional, and social well-being of students. 

■ Certain Department of Justice grants to nonprofit 
community organizations and state and local law 
enforcement agencies. Those grants include State and 
Local Law Enforcement Assistance programs, Juvenile 
Justice Programs, Community Oriented Policing 
Services grants, and grants administered through the 
Office on Violence Against Women. 

More details on the individual grant programs appear in 
similar options presented in the Congressional Budget 
Office’s March 2011 version of this report. 

Effects on the Budget 

If all of those reductions were put in place, federal spend¬ 
ing would decline by $42 billion from 2020 through 


2028, provided that federal appropriations were reduced 
accordingly. During the 10-year budget period, outlays 
would decline by less than budget authority because 
some spending for grant programs occurs in years after 
the year in which it is authorized. Grants made through 
the CDBG program are used by state and local govern¬ 
ments over eight years, for example, the longest period 
for this group of grants. (More than 90 percent of those 
CDBG outlays occur within four years of funding.) 

EPA’s grants for wastewater and drinking water infra¬ 
structure and the Department of Education’s grants have 
the shortest spending period in this group, with outlays 
completed over the four years following funding. 

If budget authority for this group of programs was reduced 
by more or less than 50 percent, a proportionate reduction 
in outlays would probably result. Elowever, eliminating the 
programs completely would probably impose shutdown 
costs that would limit savings in the near term. 

Relatively little uncertainty surrounds this option’s esti¬ 
mated savings relative to CBO’s baselines for the pro¬ 
grams. (The formula block grants provided in the CDBG 
program, for example, are spent slowly but predictably.) 
Uncertainty about how actual appropriations will com¬ 
pare with CBO’s baseline projections contributes to the 
overall uncertainty about this estimate, however. 

Other Effects 

The main argument for this option is that the concerns 
addressed by those grant programs are primarily local, so 
allowing state and local governments to decide whether 
to continue to pay for the programs would probably lead 
to a more efficient allocation of resources. According 
to that reasoning, if state and local governments had 
to bear the full costs of those activities, they might be 
more careful in weighing those costs against potential 
benefits when making spending decisions. In addition, 
federal funding might not always provide a net increase 
in spending for those activities because state and local 
governments might reduce their own funding of such 
programs in response to the availability of federal funds. 

One argument against this option is that those grants 
support programs that the federal government priori¬ 
tizes but that state and local governments may lack the 
incentive or funding to promote to the extent desirable 
from a national perspective. In fact, many state and local 
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governments face fiscal constraints that might make it 
difficult for them to compensate for the loss of federal 
funds. In addition, reducing funding for grants that 
redistribute resources across jurisdictions could lead 
to more persistent inequities among communities or 


individuals. Less federal support could also limit the fed¬ 
eral government’s ability to encourage experimentation 
and innovation at the state and local levels and to learn 
from the different approaches taken to address a given 
policy issue. 


RELATED CBO PUBLICATION: Federal Grants to State and Local Governments (March 2013), www.cbo.gov/publication/43967 
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Discretionary Spending—Option 34 

Multiple Functions 

Repeal the Davis-Bacon Act 



Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Discretionary Spending 













Spending authority 

0 

-1.0 

-2.0 

-2.1 

-2.1 

-2.1 

-2.2 

-2.2 

-2.3 

-2.3 

-7.1 

-18.4 

Budget authority 

0 

-0.5 

-0.9 

-1.0 

-1.0 

-1.0 

-1.0 

-1.1 

-1.1 

-1.1 

-3.4 

-8.6 

Outlays 

0 

-0.4 

-1.1 

-1.3 

-1.4 

-1.5 

-1.5 

-1.6 

-1.6 

-1.6 

-4.3 

-12.1 

Change in Mandatory Outlays 

0 

* 

* 

* 

* 

* 

* 

* 

* 

* 

-0.1 

-0.3 


This option would take effect in October 2019. 

Spending authority includes budget authority as well as obligation limitations (such as those for certain transportation programs). The estimates are 
relative to the Congressional Budget Office’s adjusted April 2018 baseline, further adjusted to exclude the extrapolation over the 2019-2028 period of 
the large amount of emergency funding for disaster assistance provided in 2018 to the Federal Emergency Management Agency. 

* = between -$50 million and zero. 


Background 

Since 1935, the Davis-Bacon Act has required that work¬ 
ers on all federally funded or federally assisted construc¬ 
tion projects whose contracts total more than $2,000 be 
paid no less than the prevailing wages in the area where 
the project is located. (A federally assisted construction 
project is paid for in whole or in part with funds pro¬ 
vided by the federal government or borrowed using the 
credit of the federal government.) The Department of 
Labor determines prevailing wages on the basis of the 
wages and benefits earned by at least 50 percent of the 
workers doing a particular type of job or on the basis of 
the average wages and benefits paid to workers perform¬ 
ing that type of job. 

Option 

This option would repeal the Davis-Bacon Act and 
reduce appropriations accordingly. The government’s 
authority to enter into obligations for certain transporta¬ 
tion programs would likewise be reduced. 

Effects on the Budget 

If that change was implemented, the federal government 
would spend less on construction, saving $12 billion 
in discretionary outlays from 2019 through 2028, the 
Congressional Budget Office estimates. Mandatory 
spending on federally funded or federally assisted con¬ 
struction projects would also decline, but by less than 
$ 1 billion over that period. (The largest component 
of that mandatory spending is construction funded 


through the Tennessee Valley Authority.) Savings would 
generally accrue to federal agencies that engage in con¬ 
struction projects. In 2018, about half of all federal or 
federally assisted construction was funded through the 
Department of Transportation, although a significant 
portion of federal construction projects were funded 
through the Department of Defense, the Department of 
Housing and Urban Development, and the Department 
of Veterans Affairs. 

In general, savings in outlays are smaller than savings 
in budget authority for construction projects because 
the outlays occur over many years. However, the rate at 
which those outlays occur can vary for different types of 
projects. Because repealing the Davis-Bacon Act would 
affect many types of federally funded or federally assisted 
construction projects, the difference between budget 
authority savings and outlay savings in this option rep¬ 
resents the average difference across the affected projects. 

CBO’s estimate of the savings associated with this option 
is primarily based on the agency’s estimates of federal 
spending on construction and of the share of that spend¬ 
ing that would be eliminated if the Davis-Bacon Act 
was repealed. In CBO’s estimation, repealing the Davis- 
Bacon Act would reduce total federal spending on con¬ 
struction by 0.9 percent. Most of those savings—0.8 per¬ 
centage points—would result from a reduction in wages 
and benefits. The other 0.1 percentage point would 
stem from a reduction in compliance costs associated 
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with the Davis-Bacon Act. In addition to a reduction 
in federal spending on construction, there would be a 
small amount of savings for the Department of Labor 
associated with the elimination of the act’s administrative 
costs. 

The largest source of uncertainty in this option is CBO’s 
estimate of the share of federal spending on construction 
that would be eliminated by repealing the Davis-Bacon 
Act. Some research suggests that repealing prevailing 
wage laws by eliminating the act would not result in sav¬ 
ings (Azari-Rad, Philips, and Prus 2003), whereas other 
research suggests that repealing such laws would result in 
greater savings than CBO estimates (Dunn, Quigley, and 
Rosenthal 2005). 

Other Effects 

An argument for repealing the Davis-Bacon Act is that, 
since the 1930s, other policies (including a federal min¬ 
imum wage) have been put in place that ensure mini¬ 
mum wages for workers employed in federal or federally 
assisted construction. Moreover, when prevailing wages 
(including fringe benefits) are higher than the wages and 
benefits that would be paid in the absence of the Davis- 
Bacon Act, the act distorts the market for construction 
workers. In that situation, federally funded or federally 
assisted construction projects are likely to use more capi¬ 
tal and less labor than they otherwise would, thus reduc¬ 
ing the employment of construction workers. Additional 
arguments for repealing the Davis-Bacon Act are that 
the paperwork associated with the act makes compliance 


more difficult for small firms than for large firms and 
that the act is difficult for the federal government to 
administer effectively. For instance, prevailing wage rates 
are based on surveys and are supposed to be issued for 
job classifications by county. However, survey responses 
are often insufficient to generate county-level estimates 
of prevailing wages for some occupations. Finally, under 
current law some agencies charge people separate fees or 
higher rates than they otherwise would to fund certain 
federal construction projects. To the extent that those 
agencies passed on the savings from reduced construc¬ 
tions costs to their users, those users would experience 
lower costs for services. 

One argument against repealing the Davis-Bacon Act is 
that doing so would lower the earnings of some construc¬ 
tion workers. Another argument against such a change 
is that it might jeopardize the quality of construction 
at federally funded or federally assisted projects. When 
possible, managers of some construction projects would 
decrease costs by paying a lower wage than is permit¬ 
ted under the Davis-Bacon Act. As a result, they might 
attract workers who are less skilled or do lower-quality 
work. Also, if one of the objectives of federal projects is 
to increase earnings for the local population, repealing 
the Davis-Bacon Act might undermine that aim. The act 
prevents out-of-town firms from coming into an area, 
using lower-paid workers from other regions of the coun¬ 
try to compete with local contractors for federal work, 
and then leaving the area upon completion of the work. 


WORK CITED: Hamid Azari-Rad, Peter Philips, and Mark J. Prus, “State Prevailing Wage Laws and School Construction Costs,” 
Industrial Relations, vol. 42, no. 3 (June 2003), pp. 445-457, https://doi.org/10.llll/l468-232X.00299; Sarah Dunn, John M. Quigley, 
and Larry A. Rosenthal, “The Effects of Prevailing Wage Requirements on the Cost of Low-Income Housing,” Industrial and Labor 
Relations Review, vol. 59, no.l (October 2005), pp. 141-157, https://doi.org/10.1177/001979390505900108 




Revenue Options 


n 2018, the federal government collected $3.3 tril¬ 
lion in revenues, equal to 16.4 percent of the 
nation’s gross domestic product (GDP). Individual 
income taxes were the largest source of revenues, 
accounting for 51 percent of the total. Social insur¬ 
ance taxes (primarily payroll taxes collected to support 
Social Security and Medicare) accounted for 35 percent. 
Six percent of the total was from corporate income taxes. 
Other receipts made up the remaining 8 percent (see 
Figure 4-1). 

The Congressional Budget Office estimates that revenues 
would be greater if not for tax expenditures—so called 
because they resemble federal spending to the extent that 
they provide financial assistance for specific activities, 
entities, or groups of people through special exclusions, 
exemptions, or deductions from gross income or special 
credits, preferential tax rates, or deferrals of tax liability. 
More than 200 tax expenditures are provided under the 
individual and corporate income tax system. Those tax 
expenditures cause revenues to be lower than they would 
be otherwise for any given schedule of tax rates. 1 

Trends in Revenues 

Over the past 50 years, total federal revenues have 
averaged 17.4 percent of GDP—ranging from a high 
of 20.0 percent in 2000 to a low of 14.6 percent in 
2009 and 2010 (see Figure 4-2). That variation in total 
revenues as a share of GDP has primarily resulted from 
fluctuations in receipts of individual income tax pay¬ 
ments and, to a lesser extent, in collections of corporate 
income taxes. 

In CBO’s baseline, which projects federal spending 
and revenues over a 10-year period and incorporates 
the assumption that current law will generally remain 


1. For a more thorough discussion of tax expenditures, see Joint 
Committee on Taxation, Estimates ofFederal Tax Expenditures for 
Fiscal Years 2018-2022, JCX-81-18 (October 4, 2018), https:// 
tinyurl.com/ybqzbo7q; and Congressional Budget Office, The 
Distribution of Major Tax Expenditures in the Individual Income 
Tax System (May 2013), www.cbo.gov/publication/43768. 


unchanged, total revenues increase from 16.5 percent 
of GDP in 2019 to 18.5 percent of GDP in 2028. 
Revenues are projected to rise steadily from 2019 
through 2025, reaching 17.5 percent of GDP, and then 
to increase sharply following the scheduled expiration of 
many temporary provisions of Public Law 115-97 (orig¬ 
inally called the Tax Cuts and Jobs Act and referred to as 
the 2017 tax act in this volume) on December 31, 2025. 
(See Box 4-1 for an overview of the provisions contained 
in the 2017 tax act.) 

Individual and Corporate Income Taxes 

From 1968 to 2018, revenues from individual income 
taxes have ranged from slightly more than 6 percent of 
GDP (in 2010) to slightly less than 10 percent of GDP 
(in 2000). Since the 1960s, corporate income taxes have 
fluctuated between about 1 percent and about 4 percent 
of GDP. 

The variation in revenues generated by individual and 
corporate income taxes has stemmed in part from 
changes in economic conditions and from how those 
changes have interacted with the tax code. For exam¬ 
ple, in the absence of legislated tax reductions, receipts 
from individual income taxes tend to grow as a share of 
GDP because of a phenomenon known as real bracket 
creep, which occurs when income rises faster than prices, 
pushing an ever-larger share of income into higher 
tax brackets. Although certain parameters of the tax 
code—including tax brackets—are indexed, or adjusted 
to include the effects of inflation, income can still be 
subject to higher tax rates if it grows faster than prices. 

In addition, because some parameters of the tax system 
are not indexed, taxes can increase as a share of GDP 
even if incomes are not rising faster than prices. During 
economic downturns, corporate profits generally fall as a 
share of GDP, causing corporate tax revenues to shrink, 
and declines in household income tend to push a greater 
share of total income into lower tax brackets, resulting in 
lower revenues from individual income taxes. Thus, total 
income tax revenues automatically rise as a share of GDP 
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Figure 4-1. 

Composition of Revenues, 2018 

Percentage of Total Revenues 
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Individual income tax 
receipts were the 
largest component of 
revenues in 2018 , 
accounting for more 
than half of the total. 


Source: Congressional Budget Office, using data from the Office of Management and Budget. 

Other sources of revenues include excise taxes, estate and gift taxes, earnings of the Federal Reserve System, customs duties, and miscellaneous fees 
and fines. 


when the economy is strong and decline in relation to 
GDP when the economy is weak. 

Social Insurance Taxes 

Social insurance taxes, by contrast, have been a rela¬ 
tively stable source of federal revenues. From the 1960s 
through the 1980s, receipts from those taxes increased 
as a share of GDP because of increases in their rates, in 
the number of people paying the taxes, and in the share 
of wages subject to the taxes. For most of the past three 
decades, legislation has not had a substantial effect on 
social insurance taxes, and the primary base for those 
taxes—wages and salaries—has varied less as a share of 
GDP than have other sources of income. In 2011 and 
2012, however, a temporary reduction in the Social 
Security tax rate caused receipts from social insurance 
taxes to drop; when that provision expired at the end 
of 2012, social insurance receipts as a share of GDP 
returned to their historical level—close to 6 percent of 
GDP. 

Other Revenue Sources 

Revenues from other taxes and fees declined in relation 
to the size of the economy over the 1968-2018 period, 
mainly because receipts from excise taxes—which are 
levied on goods and services such as gasoline, alcohol, 
tobacco, and air travel—have decreased as a share of 
GDP over time. That decline is chiefly attributable to 
the fact that those taxes are usually levied on the basis of 


the quantity of goods sold rather than their cost, and the 
rates and fees have generally not kept up with inflation. 

Method Underlying Revenue Estimates 

Although CBO prepared or contributed to the revenue 
estimates for a few options in this chapter, nearly all of 
the estimates were prepared by the Joint Committee on 
Taxation (JCT), which provides CBO with revenue esti¬ 
mates for legislation dealing with income, estate and gift, 
excise, or payroll taxes that is under consideration by the 
Congress. JCT and CBO’s revenue estimates measure the 
budgetary effects of options against CBO’s April 2018 
baseline, which reflects the assumption that current laws 
will generally remain in effect—specifically, that sched¬ 
uled changes in provisions of the tax code will take effect 
and no additional changes to those provisions will be 
enacted. 2 Almost all of the estimates in the chapter are 
based on a scenario in which the option would become 


2. For more information on JCT’s methodology for estimating 
revenues, see Joint Committee on Taxation, Summary of 
Economic Models and Estimating Practices of the Stajfofthe Joint 
Committee on Taxation , JCT-46-11 (September 19, 2011), 
http://go.usa.gov/xkMyd. As specified in the Balanced Budget 
and Emergency Deficit Control Act of 1985, CBO’s baseline 
reflects the assumption that expiring excise taxes dedicated to 
trust funds will be extended (unlike other expiring tax provisions, 
which are assumed to follow the schedules set forth in current 
law). For more information on CBO’s baseline, see Congressional 
Budget Office, The Budget and Economic Outlook: 2018 to 2028 
(April 2018), www.cbo.gov/publication/53651. 
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Figure 4-2. 


Revenues 


Percentage of Gross Domestic Product 



If current laws generally 
remained unchanged, 
revenues would 
gradually rise over the 
next decade—increasing 
from 16.5 percent of 
gross domestic product 
in 2019 to 18.5 percent 
by 2028. 


Source: Congressional Budget Office. 

The projected values shown are from Congressional Budget Office, The Budget and Economic Outlook: 2018 to 2028 (April 2028), 
www.cbo.gov/publication/53651. 


effective in January 2019. For certain options, new and 
novel administrative procedures would have to be set up 
in order to collect a tax; in those cases, the estimates are 
based on a scenario in which the option would become 
effective in January 2020. For each year in the projection 
period, the estimate represents the effect of the option 
on federal revenues in that fiscal year. Although taxes on 
wages are generally withheld as the income is earned, 
therefore increasing federal revenues in that same year, 
taxes on other income and the effects of deductions and 
credits generally do not affect federal revenues until tax¬ 
payers file their tax returns in the following calendar year. 

The estimates in this chapter account for certain broader 
effects of the options. Estimates for some of the options 
include revenue offsets to capture the effect of a given 
option on the income bases for other taxes. The estimates 
generally also reflect changes in the behavior of house¬ 
holds and businesses that would generate budgetary sav¬ 
ings or costs, except for those changes that would affect 
total output in the economy. Some revenue options 
would affect outlays as well as revenues and so include 
an estimate of that outlay effect. The estimate for each 
option in this chapter reflects the effects of that option in 
isolation. If combined, the options might interact with 
one another in ways that could alter their effects on reve¬ 
nues and their impact on households and the economy. 


Basel in e 

The estimates presented in this chapter show how 
projected revenues in CBO’s April 2018 baseline would 
change if any of the options was implemented. That 
baseline accounts for the 2017 tax act, which included 
some provisions that are scheduled to expire over the 
course of the baseline’s 10-year projection period. As a 
result, the revenue estimates for some options exhibit 
patterns that reflect the effects of those provisions and 
their expiration on the baseline. The tax act also made 
substantial changes to the tax code. Because it is difficult 
to anticipate how people, businesses, and various other 
entities will respond to those changes, the baseline pro¬ 
jections are more uncertain than they would have been if 
the tax act had not been enacted. 

Expiring Provisions. The 2017 tax act’s expiring pro¬ 
visions include changes to the rates and structure of 
individual income taxes and to various tax expenditures; 
those provisions are scheduled to expire at the end of 
2025. The tax act temporarily decreased individual 
income tax rates and changed the width of income tax 
brackets in a way that generally increased the number of 
taxpayers subject to lower income tax rates. Those lower 
rates temporarily reduce the value of some tax expendi¬ 
tures, and estimates for options that would change such 
tax expenditures reflect those changes in their value. The 
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Box 4-1. 

Major Provisions of the 2017 Tax Act 

The 2017 tax act made important changes to the tax system 
that apply to both businesses and individuals. They included 
changes to corporate and individual tax rates and to how busi¬ 
nesses and individuals calculate their taxable income. 

The 2017 tax act changed individual income taxes by lowering 
statutory tax rates but also broadening the tax base through 
various provisions. Most of the provisions involving individual 
income taxes expire at the end of 2025. Those temporary 
provisions include: 

■ A reduction in individual income tax rates, 

■ A reduction in the amount of income subject to the alterna¬ 
tive minimum tax, 

■ Changes to the standard deduction and itemized deduc¬ 
tions, and 

■ The replacement of personal and dependent exemptions 
with an expansion of the child tax credit and a new tax 
credit for other dependents. 


2017 tax act also increased the standard deduction and 
made changes to itemized deductions. Together, those 
changes are estimated to reduce the number of item- 
izers from 49 million in 2017 to 18 million in 2018. 

The effects of the temporary reduction in the number 
of itemizers are reflected in the revenue estimates for 
options that limit itemized deductions. 

Other expiring tax provisions affected the taxation of 
businesses. The 2017 tax act temporarily increased the 
percentage of the cost of investment in equipment that 
businesses can deduct in the year the investment is made 
Until that increase is phased out at the end of 2027, it 
reduces taxable income against which other business 
deductions can be claimed. If that increase was extended 
permanently, then revenue estimates for options that 
would increase the tax rate on such income would be 
lower in subsequent years. Another provision of the tax 
act allowed many owners of pass-through entities (busi¬ 
nesses, such as partnerships, whose profits are “passed 
through” to their owners) to claim a deduction equal to 
20 percent of qualified business income through 2025. 
That temporary deduction also reduces taxable income 


In addition, the 2017 tax act made numerous changes to tax 

provisions that affect corporate and noncorporate businesses. 

Those changes include: 

■ A reduction in the corporate income tax rate to 21 percent, 

■ Modifications to the taxation of foreign income earned by 
U.S. corporations, 

■ An expansion of the tax base (that is, the total amount of 
income subject to tax) through the elimination of certain tax 
deductions, 

■ A provision that allows businesses to more rapidly deduct 
the costs of certain investments, and 

■ The creation of a new deduction for certain owners of pass¬ 
through businesses (businesses whose profits are not taxed 
directly through the corporate income tax but are “passed 
through” to the business’s owners, who pay income taxes 
on their share of the profits). 


under the individual income tax. If the deduction was 
extended permanently, the revenue estimates for options 
that would raise tax rates on that income would be lower 
in subsequent years. 

Uncertainty. TUI revenue projections are uncertain 
because they depend on projections of the economy that 
influence the projections of wages and salaries, corporate 
profits, and other income. For example, if productiv¬ 
ity growth was lower than forecast, receipts would be 
lower than projected in the baseline and, as a result, 
the revenue effects of options in this chapter would be 
different from the estimates shown. The April 2018 base¬ 
line is particularly uncertain because of the significant 
changes to the tax code introduced by the 2017 tax act. 
For example, there is uncertainty about how households 
and businesses will respond to changes in incentives to 
work, save, and invest in the United States and, as noted 
above, how households and businesses might react to the 
scheduled expiration of certain provisions. Other causes 
of uncertainty include the scope and content of regula¬ 
tions that have yet to be promulgated by the Treasury 
Department and the policies that state governments and 
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foreign countries might change in response to the act. 
Because of all of those sources of uncertainty, revenues 
may deviate significantly from the baseline projections; as 
a result, the revenues raised by any option in this chapter 
could be significantly different from the estimates shown. 
Each option contains a discussion of the specific sources 
of uncertainty associated with the estimates. 

Offsets Applied to Revenue Estimates 

Conventional budget estimates incorporate the assump¬ 
tion that total output in the economy is fixed. Therefore, 
the estimate for any option that would increase an excise 
tax (or any other indirect tax imposed at an intermediate 
stage of production and sale) or the employer contri¬ 
bution for payroll taxes must reflect a reduction in the 
amount of income subject to income and payroll taxes. 
The revenue estimates for options in this chapter that 
increase indirect taxes or employer contributions for pay¬ 
roll taxes include an offset that accounts for that reduc¬ 
tion. 3 The estimates reflect those adjustments in addition 
to accounting for the behavioral effects that are typically 
incorporated in every revenue estimate. 

Excise Tax Offset. A higher excise tax would reduce the 
taxable income of households and businesses. The result¬ 
ing reduction in income and payroll tax receipts would 
partially offset the increase in excise taxes. For each addi¬ 
tional dollar of excise tax receipts raised in 2019, JCT 
applies an offset that reduces income and payroll taxes by 
$0,217, for a net increase of $0,783 in total tax receipts. 
The offset rate for each subsequent year reflects the tax 
regime that is in place that year. 4 

The specific set of individuals and businesses whose 
income would decline because of an excise tax increase 
depends on who bears the burden of that increase. For 
example, if businesses that produced the taxed good 
were unable to pass the additional cost of the excise tax 


3. For information on JCT’s methodology in estimating income 
and payroll tax offsets to excise taxes, see Joint Committee 
on Taxation, The Income and Payroll Tax Offset to Changes 

in Excise Tax Revenues , JCX-59-11 (December 23, 2011), 
https://tinyurl.com/yaa7d856. For information on JCT’s 
methodology in estimating offsets to payroll taxes, see Joint 
Committee on Taxation, The Income and Payroll Tax Offset to 
Changes in Payroll Tax Revenues , JCX-89-16 (November 18, 
2016), https://tinyurl.com/yapdo8vc. 

4. See Joint Committee on Taxation, New Income and Payroll 
Tax Offsets to Changes in Excise Tax Revenues for 2018—2028, 

JCX-8-18 (March 27, 2018), https://tinyurl.com/y7pz2qrz. 


on to consumers by raising prices, their income would 
fall, which, in turn, would reduce the revenues collected 
through direct taxes on that income. 

Payroll Tax Offset. An increase in employers’ contribu¬ 
tions to payroll taxes would reduce taxable wages and 
benefits. The resulting reduction in individual income 
and payroll tax receipts would partially offset the increase 
in payroll taxes. Because options for changing payroll 
taxes may have different effects on people in different 
parts of the income distribution, the offset applied is par¬ 
ticular to the payroll tax change that is being estimated. 
In a given year, the offset rate is a function of the tax 
regime that is in place that year. 

The estimates account for a reduction in taxable wages 
and benefits because they incorporate the assumption 
that total compensation remains unchanged. Total com¬ 
pensation comprises taxable wages and benefits, non- 
taxable benefits, and employers’ contributions to payroll 
taxes. If total compensation remains unchanged, then 
increases in employers’ contributions to payroll taxes 
must reduce other forms of compensation. Decreases 
in taxable wages and benefits would reduce the base for 
individual income and payroll taxes. 

Accounting for Changes in Behavior 

The revenue estimates in this chapter generally reflect 
changes in the behavior of households and businesses. 
(The estimates do not, however, incorporate macro- 
economic effects—that is, behavioral changes that affect 
total output in the economy, such as changes in the labor 
supply or in private investment resulting from changes in 
fiscal policy.) 5 An increase in taxes on alcoholic bever¬ 
ages, for example, is projected to result in a decline in 
alcohol consumption, and an increase in Social Security 
tax rates would prompt employers to change the compo¬ 
sition of compensation, shifting from taxable compensa¬ 
tion to forms of nontaxable compensation. The revenue 
estimates for those options incorporate such behavioral 
responses. In the first example, the decline in consump¬ 
tion would cause the increase in revenues to be smaller 
than it would be without that behavioral response, and 
in the second example, the change in compensation 
would cause individual income tax receipts to fall at the 
same time that payroll tax revenues rose. 


5. Under some circumstances, cost estimates for legislation would 
take such effects into account. For more information, see 
Chapter 1 of this report. 
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Accounting for Outlays 

Some revenue options would affect outlays as well as 
revenues. For example, if the amount of a refundable tax 
credit exceeds a person’s income tax liability before the 
credit is applied, the government pays part or all of the 
excess to that person, and that payment is recorded as an 
outlay in the budget. Thus, options that would change 
the eligibility for or amount of a refundable tax credit 
would generally cause a change in outlays. Changes in 
other provisions of tax law could also affect the alloca¬ 
tion of refundable credits between outlays and receipts. 
For instance, if tax rates are increased but the eligibility 
requirements for and amounts of refundable tax credits 
remain the same, the total cost of refundable credits 
generally does not change. Ffowever, the portion of the 
refundable credits that offsets tax liabilities increases 
because the tax liabilities that can be offset are greater, 
and the portion of the credits classified as outlays falls 
correspondingly. For simplicity in presentation, the 
revenue estimates for options that would affect refund¬ 
able tax credits represent the net effects on revenues and 
outlays combined. 

Options that would expand the base for Social Security 
taxes would affect outlays as well. If options would 
require some or all workers to contribute more to the 
Social Security system, those workers would receive 
larger benefits when they retired or became disabled. For 
nearly all such options in this report, CBO anticipates 
that a change in Social Security benefit payments would 
be small from 2019 through 2028; therefore, the esti¬ 
mates for those options do not include those effects on 
outlays. One exception, however, is Option 20, which 
would increase the amount of earnings subject to the 
Social Security tax. In that case, the effects on Social 
Security outlays over the 10-year projection period 
would be greater; they are shown separately in the table 
for that option. 

Combining Options 

The revenue estimates for each option in this chapter 
reflect the effects of that option in isolation. If the option 
was combined with other changes to the tax code, as it 
would be if it was part of a broader legislative proposal, 
then its effects would interact with those of the other 
changes and the estimate for the provision would reflect 
those interactions. In that case, the estimated revenue 
effects could be quite different from the revenue esti¬ 
mates for the option in isolation. 


Options in This Chapter 

This chapter presents 40 options that are grouped into 
several categories according to the part of the tax sys¬ 
tem they would target: individual income tax rates, 
the individual income tax base, individual income tax 
credits, payroll taxes, taxation of income from businesses 
and other entities, taxation of income from worldwide 
business activity, excise taxes, other taxes and fees, and 
tax enforcement. The chapter generally does not include 
options that would target portions of the tax system that 
were substantially modified as part of the 2017 tax act 
because CBO generally did not include in this report 
options that would repeal recently enacted legislation. 
For each option in this chapter, there is a discussion of 
the advantages and disadvantages of increasing revenues 
through that approach. 

Options for Raising Revenues 

With one exception, the options included in this chapter 
would increase revenues by raising tax rates, imposing 
a new tax on income, or broadening the base for an 
existing tax. One option would instead raise revenues 
by increasing funding for the Internal Revenue Service’s 
(IRS’s) enforcement of tax law. 

Options for Raising Existing Tax Rates or Fees. The 

chapter contains options to increase revenues by raising 
tax rates on individual income, corporate income, and 
income subject to payroll taxes. It also contains options 
that would increase tax rates or fees on various products 
to which an excise tax is currently applied. 

Options for Imposing a New Tax or Fee. Other options 
in this chapter would raise revenues by introducing new 
taxes or fees on income, consumption, or certain activ¬ 
ities. Those activities include financial transactions and 
the emission of greenhouse gases. 

Options for Broadening the Tax Base. The tax base 
is broadened when taxes are extended to more people 
or applied to additional types or amounts of income. 
Extensions of the tax base are generally achieved by 
either eliminating or limiting existing tax expenditures. 
There are three main types of tax expenditures discussed 
in this chapter. 

■ Tax exclusions reduce the amount of income that 
filers must report on tax returns. Examples are the 
exclusions from taxable income of employment- 
based health insurance, net pension contributions 
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and earnings, capital gains on assets transferred at 
death, and a portion of Social Security and Railroad 
Retirement benefits. 

■ Tax deductions are expenses that are subtracted from 
reported income in the calculation of taxable income. 
Examples are itemized deductions for certain taxes 
paid to state and local governments, mortgage interest 
payments, and charitable contributions. 

■ Tax credits reduce a taxpayer’s tax liability. Credits 
can be either nonrefundable (meaning that they 
only offset the taxpayer’s tax liability) or refundable 
(meaning that if they exceed the taxpayer’s tax 
liability, the taxpayer receives a payment from the 
government). An example of a nonrefundable tax 
credit is the Lifetime Learning tax credit. Examples 
of refundable tax credits are the earned income tax 
credit and the additional child tax credit. 

Some of the options presented in this chapter would 
eliminate current exclusions or deductions. Others 
would create new limits on tax expenditures or tighten 
existing limits on tax expenditures—for example, by 
restricting the set of filers who could receive any benefit 
from a given tax expenditure. 

Option for Increasing Funding for IRS Enforcement. 

The chapter contains one option that would lift the stat¬ 
utory cap on discretionary spending in order to provide 
additional funding to the IRS for tax law enforcement. 
Such adjustments to the statutory cap are allowed under 
the Budget Control Act of 2011 (as modified by the 
Bipartisan Budget Act of 2018) for program integrity 
initiatives, including expansions of the IRS’s enforcement 
activities. The option is included in this volume because 
it is estimated to raise more in revenues than it costs. 
Because of the budget guidelines—as specified by the 
Balanced Budget Act of 1997—used by the Congress, 
an increase in offsetting receipts resulting from a change 
in appropriations generally will not be scored for budget 
enforcement purposes. 6 However, if an appropriation bill 

6. Specifically, Guideline 3 and Guideline 14 address the budgetary 
effects of increased funding for administrative activities. For 
more on scorekeeping guidelines, see House Committee on the 


or another bill containing increased funding for program 
integrity is enacted, CBO will incorporate the revenue 
effects of that provision in its next projection of the 
budget deficit. 

Discussion of Options 

For each option in this chapter, the text provides back¬ 
ground information, describes the possible policy change 
or changes, presents and explains the estimated effects 
on revenues, and discusses the advantages and disadvan¬ 
tages of increasing revenues through that approach. The 
chapter contains one option—the option to reduce tax 
preferences for employment-based health insurance— 
that is structured differently from the other options 
in this chapter. That option would entail a variety of 
changes to current law, and the amount of federal savings 
it generated and the consequences for stakeholders— 
beneficiaries, employers, health care providers, insurers, 
and states—would depend crucially on the details of 
those changes. 

Although some advantages are specific to particu¬ 
lar options, others apply more broadly to all options 
that would increase revenues in the same manner. For 
example, options that would increase the rates of exist¬ 
ing taxes would generally be simpler to implement 
than most other changes to the tax code. And options 
that would broaden the tax base by standardizing the 
treatment of similar activities would generally increase 
economic efficiency because they would reduce the 
extent to which taxpayers’ decisions were influenced by 
tax considerations. 

Some general disadvantages also apply to all options that 
would raise revenues in the same manner. For example, 
options that would increase individual income tax rates 
or payroll tax rates would reduce the returns from work¬ 
ing (that is, after-tax wages), which would make other 
activities more attractive relative to working. Similarly, 
options that would increase taxes on business income 
would reduce the returns from business investment and 
thus result in decreased investment. 


Budget, A Compendium of Laws and Rides of the Congressional 
Budget Process (August 2015), https://go.usa.gov/xUMVF 
(PDF, 4.6 MB). 
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Revenues—Option 1 

Increase Individual Income Tax Rates 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 












Raise all tax rates on ordinary 

income by 1 percentage point 

55.2 

82.5 

86.9 

91.4 

95.9 

100.4 

105.2 

95.3 

94.1 

98.5 

411.9 905.4 

Raise ordinary income tax rates 
in the four highest brackets by 

1 percentage point 

13.5 

20.6 

22.0 

23.3 

24.7 

26.0 

27.5 

22.3 

20.9 

22.2 

104.1 222.9 

Raise ordinary income tax rates 
in the two highest brackets by 

1 percentage point 

7.2 

11.0 

11.6 

12.3 

13.0 

13.7 

14.4 

13.2 

13.1 

13.9 

55.1 123.4 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

The estimates include the effects on outlays resulting from changes in refundable tax credits. 


Background 

The 2017 tax act included a number of temporary 
changes to the individual income tax. For calendar years 
2018 through 2025, taxable ordinary income earned by 
most individuals is subject to the following seven stat¬ 
utory rates: 10 percent, 12 percent, 22 percent, 24 per¬ 
cent, 32 percent, 35 percent, and 37 percent. (Taxable 
ordinary income is all income subject to the individual 
income tax other than most long-term capital gains and 
dividends, minus allowable adjustments, exemptions, 
and deductions.) At the end of 2025, nearly all of the 
modifications to the individual income tax system made 
by the 2017 tax act are scheduled to expire, and the rates 
will revert to those under pre-2018 tax law. Beginning in 
2026, the statutory rates will be 10 percent, 15 percent, 
25 percent, 28 percent, 33 percent, 35 percent, and 
39.6 percent. 

As specified by the tax code, different statutory tax rates 
apply to different portions of people’s taxable ordinary 
income. Tax brackets—the income ranges to which the 
different rates apply—vary depending on taxpayers’ 
filing status (see the table on the next page). For 2018, 
for example, a person filing singly with taxable income 
of $40,000 would pay a tax rate of 10 percent on the 
first $9,525 of taxable income, 12 percent on the next 
$29,175, and 22 percent on the remaining $1,300. The 
starting points for those income ranges are adjusted, or 


indexed, each year to include the effects of inflation. The 
2017 tax act permanently changed the measure used to 
adjust for inflation from the consumer price index for all 
urban consumers (CPI-U) to a “chained” version of the 
CPI-U, which grows more slowly. Like the tax rates, the 
tax brackets will revert to those in effect under pre-2018 
law (adjusted for inflation using the chained CPI-U) 
in 2026. 

Income in the form of dividends and long-term capital 
gains (those realized on assets held for more than a year) 
is taxed under a separate rate schedule, with a maximum 
statutory rate of 20 percent. Income from all capital 
gains and dividends, along with other investment income 
received by higher-income taxpayers, is also subject to an 
additional tax of 3.8 percent. 

Taxpayers who are subject to the alternative minimum 
tax (AMT) face statutory rates of 26 percent and 28 per¬ 
cent. (Over certain income ranges, the effective rate 
on each additional dollar of income is higher than the 
statutory rate. The AMT works in parallel with the reg¬ 
ular income tax; it is similarly structured but has fewer 
exemptions, deductions, credits, and rates. Plouseholds 
must calculate the amount they owe under both the 
AMT and the regular income tax and pay the larger of 
the two amounts.) Ffowever, the AMT does not affect 
most of the highest-income taxpayers because the highest 
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Starting Points for Tax Brackets (2018 dollars) 

Statutory Tax Rate on Ordinary Taxable Income (Percent) 

Single Filers 

Joint Filers 

2018 

0 

0 

10 

9,525 

19,050 

12 

38,700 

77,400 

22 

82,500 

165,000 

24 

157,500 

315,000 

32 

200,000 

400,000 

35 

500,000 

600,000 

37 


statutory rate under the AMT is only 28 percent, and 
many deductions allowed under the regular income 
tax are also allowed under the AMT. The 2017 tax act 
significantly limited the reach of the AMT for calendar 
years 2018 through 2025 by increasing the amount of 
income that is exempt from the AMT and by limiting 
the deduction for state and local taxes under the regular 
income tax. 

In 2016, the IRS reported that $6.6 trillion in income 
was taxed at ordinary rates, generating $1.4 trillion in 
revenues from 114 million returns. Almost a quarter 
($1.6 trillion) of that income was taxed at the four 
highest rates, and about a tenth ($750 billion) was taxed 
at the two highest rates. Taxable income is projected to 
grow at a rate similar to gross domestic product between 
now and 2028, despite a drop in 2026, when temporary 
provisions of the 2017 tax act that affect the amount 
of income that is taxable are scheduled to expire. Those 
temporary provisions, which boost taxable income on 
net, include the repeal of personal exemptions, the lim¬ 
itation of certain itemized deductions, and an increase in 
the standard deduction. 

Options 

This option consists of three alternative approaches for 
increasing statutory rates under the individual income 
tax. Those alternatives are as follows: 

■ Raise all tax rates on ordinary income (income subject 
to the regular rate schedule) by 1 percentage point. 

■ Raise all tax rates on ordinary income in the top four 
brackets (24 percent and over from 2018 through 
2025, and 28 percent and over after 2025) by 

1 percentage point. 


■ Raise all tax rates on ordinary income in the top two 
brackets (35 percent and over) by 1 percentage point. 

Effects on the Budget 

If implemented, the first alternative would increase 
revenues by a total of $905 billion from 2019 through 
2028, according to estimates by the staff of the Joint 
Committee on Taxation (JCT). Under that alternative, 
for example, in 2019, the top rate of 37 percent would 
increase to 38 percent, and in 2026, the top rate of 
39.6 percent would increase to 40.6 percent. 

The second and third alternatives would target specific 
individual income tax rates. Because those alternatives 
would affect smaller groups of taxpayers, they would 
raise significantly less revenue. Boosting rates only on 
ordinary income in the top four brackets by 1 percentage 
point would raise revenues by $223 billion from 2019 
through 2028, according to JCT—much less than the 
first alternative. Boosting rates only on ordinary income 
in the top two brackets by 1 percentage point would 
raise even less revenue—$123 billion over that period, in 
JCT’s estimation. The AMT would not significantly limit 
the effect of that increase in regular tax rates because 
most people who are subject to the top rate in the regular 
income tax are not subject to the AMT. 

The growth in revenues under all approaches would be 
boosted from 2018 through 2025 by the temporary 
changes included in the 2017 tax act. Most notably, 
because the 2017 tax act sharply limits the reach of the 
AMT from 2018 through 2025, the share of taxpayers 
affected by changes in ordinary income tax rates will 
increase during that period. Consequently, raising tax 
rates would raise more revenues before 2026 than after. 
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The estimates shown here incorporate the effects of two 
behavioral responses among taxpayers: shifting income 
from taxable forms to nontaxable or tax-deferred forms 
and not reporting some income. Those behaviors could 
include tax planning to reduce income subject to higher 
tax rates, tax avoidance transactions, and tax evasion. 

For example, an increase in the ordinary income tax rate 
might result in an increased use of deferred compen¬ 
sation or an attempt to characterize ordinary income 
as capital gains income. However, the estimates do not 
incorporate changes in how much people would work 
or save in response to higher tax rates. For example, an 
increase in tax rates would discourage people from work¬ 
ing because it would lower after-tax wages and salaries. 

The estimates for this option are uncertain for two key 
reasons. First, the estimates rely on the Congressional 
Budget Office’s 10-year projections of the economy and 
of individual income under current law. Those projec¬ 
tions are inherently uncertain, but they are particularly 
uncertain because they reflect recently enacted changes to 
the tax system by the 2017 tax act. Second, the estimates 
rely on estimates of how taxpayers would shift income 
and change reported income in response to the change 
in tax rates. Those estimates are based on observed 
responses to prior changes to tax rates, which might 


differ from the responses to tax-rate changes considered 
here. 

Other Effects 

As a way to boost revenues, an increase in tax rates would 
offer some administrative advantages over other types 
of tax increases because it would require only minor 
changes to the current tax system. Furthermore, by 
boosting rates only on income in higher tax brackets, the 
second and third alternatives would increase the progres- 
sivity of the tax system: Those alternatives would impose 
a larger burden on people with more financial resources 
than on people with fewer resources. 

Rate increases also would have drawbacks, however. 
Higher tax rates would reduce people’s incentive to 
work and save. In addition, higher tax rates would cause 
economic resources to be allocated less efficiently than 
they would be under current law. That is because tax¬ 
payers would shift income from taxable to nontaxable or 
tax-deferred forms (by substituting tax-exempt bonds for 
other investments, for example, or by opting for more 
tax-exempt fringe benefits instead of cash compensation) 
or increase spending on tax-deductible items relative to 
other items (such as by paying more toward their home 
mortgage interest and spending less on other things). 


RELATED OPTION: Revenues, “Raise the Tax Rates on Long-Term Capital Gains and Qualified Dividends by 2 Percentage Points and Adjust 
Tax Brackets” (page 207) 

RELATED CBO PUBLICATIONS: The Distribution of Household Income and Federal Taxes, 2013 (June 2016), www.cbo.gov/ 
publication/51361 ■, Average Federal Tax Rates in 2007 (June 2010), www.cbo.gov/publication/42870; The Individual Alternative 
Minimum Tax (January 2010), www.cbo.gov/publication/41810; Analyzing the Economic and Budgetary Effects of a 10 Percent Cut in 
Income Tax Rates (December 2005), www.cbo.gov/publication/17507 
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Revenues—Option 2 

Raise the Tax Rates on Long-Term Capital Gains and Qualified Dividends by 2 Percentage Points and 
Adjust Tax Brackets 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

Raise rates on long-term 
capital gains and dividends by 

2 percentage points 

1.8 

7.1 

7.0 

7.1 

7.4 

7.7 

7.8 

7.8 

7.9 

8.2 

30.4 

69.6 

Also align top two brackets to 
match the third and sixth brackets 
applicable to ordinary income 

1.9 

7.8 

7.8 

8.0 

8.3 

8.6 

8.7 

8.6 

7.9 

8.3 

33.8 

75.9 

Also align top two brackets to 
match the third and fifth brackets 
applicable to ordinary income 

2.0 

8.5 

8.5 

8.7 

9.0 

9.3 

9.5 

9.4 

8.1 

8.5 

36.7 

81.4 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

When individuals sell an asset for more than the price 
at which they obtained it, they generally realize a capi¬ 
tal gain that is subject to taxation. Most taxable capital 
gains are realized from the sale of corporate stocks, other 
financial assets, real estate, and unincorporated busi¬ 
nesses. Under current law, long-term capital gains (those 
realized on assets held for more than a year) are usually 
taxed at lower rates than other sources of income, such 
as wages and interest. Since 2003, qualified dividends, 
which include most dividends, have been taxed at the 
same rates as long-term capital gains. Generally, qualified 
dividends are paid by domestic corporations or certain 
foreign corporations (including, for example, foreign 
corporations whose stock is traded in one of the major 
securities markets in the United States). 

As specified by the tax code, different statutory tax rates 
apply to different portions of people’s long-term capital 
gains and qualified dividends, depending on the tax 
brackets in which each portion lies. (Tax brackets are 
ranges of total taxable income and vary depending on 
taxpayers’ filing status.) Tax brackets are adjusted, or 
indexed, each year to include the effects of inflation. The 
brackets for 2018 are shown in the table on the next 
page. 


Consider, for example, a person filing singly in 
2018 with taxable income of $40,000, of which $5,000 
is long-term capital gains and $35,000 is ordinary 
income—that is, all income subject to the individual 
income tax from sources other than long-term capi¬ 
tal gains and qualified dividends. Because no tax on 
long-term capital gains is due on taxable income up to 
$38,600, such a person would not pay any capital gains 
tax on the $35,000 in ordinary income and the first 
$3,600 of his or her gains, but the remaining $1,400 in 
gains would be taxed at the 15 percent rate. 

The 2017 tax act lowered most tax rates on ordinary 
income and modified the tax brackets that apply to that 
income but did not change the rates or tax brackets 
applicable to long-term capital gains and qualified divi¬ 
dends. As a result, the starting points for the 15 percent 
and the 20 percent brackets shown in the table above 
do not match the starting points for any of the income 
brackets used to determine taxes on ordinary income. 
(See Revenues, Option 1, “Increase Individual Income 
Tax Rates” for a description of those brackets.) However, 
that is true only through the end of 2025, when the 
changes to the tax treatment of ordinary income expire. 
Beginning in 2026, the starting points for the 15 per¬ 
cent and 20 percent rates for capital gains and qualified 
dividends will match the starting points for tax brackets 
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Starting Points for Tax Brackets (2018 dollars) 

Single Filers Joint Filers 


0 

38,600 

425,800 


0 

77,200 

479,000 


Statutory Tax Rate on Long-Term Capital Gains and 
Qualified Dividends (Percent) 

2018 

0 

15 

20 


applicable to ordinary income, as under pre-2018 law. 

No tax will be payable on capital gains and dividends in 
the first two tax brackets applicable to ordinary income; 
the starting point for the 15 percent rate on gains and 
dividends will match the starting point for the third tax 
bracket applicable to ordinary income, and the starting 
point for the 20 percent rate will match the starting 
point for the top tax bracket applicable to ordinary 
income. 

The marginal tax rate (that is, the percentage of an 
additional dollar of income that is paid in taxes) on long¬ 
term capital gains and qualified dividends may be higher 
than the statutory rate for some higher-income taxpayers 
as a result of other provisions of the tax code. First, cer¬ 
tain long-term gains and qualified dividends are included 
in net investment income, which is subject to the Net 
Investment Income Tax of 3.8 percent. Second, the expi¬ 
ration of certain provisions of the 2017 tax act at the end 
of 2025 will have implications for the computation of 
marginal tax rates, even though those expiring provisions 
do not explicitly refer to capital gains and dividends. 

For example, a provision that reduced the total value of 
certain itemized deductions claimed by higher-income 
taxpayers was temporarily eliminated by the 2017 tax 
act. When that provision comes back into effect in 2026, 
it will increase the share of income that is taxed. 

In 2015, according to the Internal Revenue Service, 
about 15 million taxpayers realized net positive capital 
gains totaling $725 billion. The Congressional Budget 
Office projects that in 2019, approximately 16 million 
taxpayers will earn net positive capital gains totaling 
$955 billion. CBO estimates that those taxpayers will 
owe about $180 billion in taxes on those gains. Under 
current law, CBO projects that income from capital 
gains and dividends will grow more slowly than other 
sources of income from 2019 through 2028. That slower 
growth reflects the expectation that income from capital 
gains and dividends will return to levels consistent with 
their historical average share of gross domestic product. 


Option 

This option consists of three alternatives. The first alter¬ 
native would raise the statutory tax rates on long-term 
capital gains and dividends by 2 percentage points but 
would not change the income brackets used to compute 
those tax rates. Both the second and the third alternative 
would combine that 2 percentage-point increase with 
changes to the income brackets that apply to long-term 
capital gains and qualifying dividends. 

The second alternative would set the starting point for 
the 17 percent rate to be the same as the starting point 
for the third tax bracket applicable to ordinary income 
(for 2018, $38,700 for single filers and $77,400 for 
married couples filing jointly). The starting point for 
the 22 percent rate would match the starting point for 
the second-highest tax bracket for ordinary income (for 
2018, $200,000 for single filers and $400,000 for joint 
filers). 

The third alternative would make the same change to the 
starting point for the 17 percent rate, but the 22 percent 
rate for long-term capital gains and dividends would 
share its starting point with the third-highest tax bracket 
for ordinary income (for 2018, $157,500 for single filers 
and $315,000 for joint filers). None of the three alterna¬ 
tives would change other provisions of the tax code that 
affect taxes on capital gains and dividends. 

Effects on the Budget 

The staff of the Joint Committee on Taxation (JCT) 
estimates that the first alternative would raise federal 
revenues by $70 billion from 2019 through 2028. The 
second and third alternatives would raise revenues by 
$76 billion and $81 billion, respectively, over the same 
period, according to JCT’s estimates. Those estimates 
reflect people’s responses to the higher rates: The tax 
base would decline as investors responded to higher 
tax rates by deferring realizations of accrued gains, and 
corporations—in response to investors’ concerns—would 
issue smaller dividends. 
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The second alternative would raise more revenues than 
the first because some gains and dividends taxable at the 
rate of 17 percent would instead be taxed at the rate of 
22 percent. The third alternative would raise more reve¬ 
nues still because it would shift additional gains and divi¬ 
dends from the 17 percent rate to the 22 percent rate. 

JCT’s estimates are based on a scenario in which there 
would be no delay between the active consideration of 
legislation increasing the tax rates and the effective date 
of that increase. As a result, taxpayers would have no 
opportunity to change their behavior in anticipation of 
the change in the tax rates. If, instead, there was a gap 
between the consideration and the implementation of 
the legislation, then some taxpayers would accelerate 
the sale of various assets to occur before the higher rates 
were put in place. If this option, with an effective date 
of January 1, 2019, was changed to include such a gap, 
then the realization of gains from those accelerated sales 
would occur in 2018. In that case, compared with the 
estimates for the option, revenues would be higher in 
2019, when tax returns for 2018 would be filed, and 
would be lower in later years. The magnitude of that 
shift would vary with the length of time between active 
consideration and the effective date. 

The estimates for the option are uncertain because both 
the underlying projections of capital gains and dividend 
income and the estimated responses to the change in the 
tax rates are uncertain. Projections of capital gains and 
dividends rely on CBO’s projections of economic activ¬ 
ity, investment, and the stock market, all of which are 
inherently uncertain. Those projections are particularly 
uncertain because they reflect recently enacted changes 
to the tax system by the 2017 tax act. The estimates are 
also influenced by predictions of how the increase in tax 
rates would induce taxpayers to defer the realizations of 
accrued gains and corporations to reduce their issuance 
of dividends. Those predictions are based on observed 
responses to prior changes in tax rates, which might dif¬ 
fer from the responses to changes considered here. 

Other Effects 

One advantage of raising tax rates on long-term capital 
gains and dividends is that it would reduce taxpay¬ 
ers’ incentive to characterize labor compensation and 
profits as capital gains. Such mischaracterization occurs 
under current law even though the tax code and reg¬ 
ulations governing taxes contain numerous provisions 
that attempt to limit it. Reducing the incentive to 


mischaracterize compensation and profits as capital gains 
would reduce the resources devoted to circumventing the 
rules. 

Another argument for this option is that it would make 
taxation more progressive. Most capital gains are real¬ 
ized by people with significant wealth and income. 
Therefore, raising tax rates on long-term capital gains 
would impose, on average, a larger burden on people 
with significant financial resources than on people with 
fewer resources. However, older people, particularly 
retirees, also realize a substantial amount of capital gains. 
Although such people have greater wealth and income 
than younger people, on average, their lifetime income is 
not necessarily greater. 

The second and third alternatives of this option would 
offer the additional advantage of simplifying the tax 
code. Under either of those alternatives, the thresholds 
for the 15 percent and 20 percent tax rates on capital 
gains would be aligned with the starting points of the 
brackets for ordinary income immediately, rather than in 
2026. 

A disadvantage of the option is that the higher tax rates 
on long-term capital gains and dividends would influ¬ 
ence investment decisions by increasing the tax burden 
on some equity-financed corporate investments. Profits 
from those investments are taxed twice—once under 
the corporate income tax and then a second time, either 
when the profits are paid out as dividends or when they 
are retained and taxed later as capital gains on the sale of 
corporate stock. The increased tax burden would discour¬ 
age investment funded through new issues of corporate 
stock and would also exacerbate an existing bias that 
favors debt-financed investment by businesses over 
equity-financed investments. It would also encourage the 
formation and expansion of noncorporate businesses, 
whose profits are taxed only once. 

Another argument against implementing the option is 
related to the fact that, because capital gains are taxed 
when an asset is sold, taxation encourages people to defer 
the sale of their capital assets, or, in some instances, to 
never sell some of the assets during their lifetime. In the 
former case, the taxation of capital gains is postponed; 
in the latter case, it is avoided altogether because, if the 
asset is bequeathed and then sold by the heir, the capital 
gain is the difference between the sale price and the 
fair-market value as of the date of the previous owner’s 
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death (which is typically much smaller than what it for tax reasons, which could reduce economic efficiency 

would otherwise be). By raising tax rates on long-term by preventing some of those assets from being put to 

capital gains and dividends, this option could further more productive uses, 

encourage people to hold on to their investments only 

RELATED OPTIONS: Revenues, “Increase Individual Income Tax Rates" (page 204), “Change the Tax Treatment of Capital Gains From 
Sales of Inherited Assets” (page 219), “Expand the Base of the Net Investment Income Tax to Include the Income of Active Participants in 
S Corporations and Limited Partnerships” (page 223), “Tax Carried Interest as Ordinary Income” (page 225), “Increase the Corporate 
Income Tax Rate by 1 Percentage Point” (page 266), “Impose a Tax on Financial Transactions” (page 298), “Tax Gains From Derivatives 
as Ordinary Income on a Mark-to-Market Basis” (page 301) 

RELATED CBO PUBLICATIONS: The Distribution of Asset Holdings and Capital Gains (August 2016), www.cbo.gov/publication/51831; 
The Distribution of Household Income and Federal Taxes, 2013 (June 2016), www.cbo.gov/publication/5136l; Taxing Capital Income: 
Effective Marginal Tax Rates Under 2014 taw and Selected Policy Options (December 2014), www.cbo.gov/publication/49817; The 
Distribution of Major Tax Expenditures in the Individual Income Tax System (May 2013), www.cbo.gov/publication/43768; Tim 
Dowd, Robert McClelland, and Athiphat Muthitacharoen, New Evidence on the Tax Elasticity of Capital Gains, Working Paper 2012-09 
(June 2012), www.cbo.gov/publication/43334 
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Revenues—Option 3 

Eliminate or Modify Head-of-Household Filing Status 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019-2019- 

2023 2028 

Change in Revenues 












Eliminate head-of-household filing 

status 

10.7 

15.8 

16.6 

17.6 

18.5 

19.3 

20.5 

16.2 

14.7 

15.3 

79.2 165.3 

Limit head-of-household filing 
status to unmarried people with a 
qualifying child under 17 

4.2 

6.2 

6.6 

7.0 

7.3 

7.8 

8.2 

6.6 

6.1 

6.3 

31.3 66.2 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

On their tax returns, people must indicate their filing 
status, which has implications for the amount of taxes 
they owe. Those who are not married generally file as 
single or as a head of household. Married people choose 
between filing jointly with their spouse and filing sepa¬ 
rately. In 2016, the most common filing status was single 
(48 percent), followed by married filing jointly (36 per¬ 
cent), head of household (14 percent), and married filing 
separately (2 percent). 

A head of household receives several tax preferences that 
are not available to other unmarried individuals. Like 
other taxpayers, heads of households reduce their taxable 
income by claiming the standard deduction—which is a 
flat dollar amount—or by itemizing and deducting cer¬ 
tain expenses, such as state and local taxes and charitable 
contributions. However, heads of households are eligible 
for a larger standard deduction ($18,000 in 2018) than 
other unmarried individuals (whose standard deduction 
is $12,000 in 2018). 

Moreover, lower tax rates apply to a greater share of 
income earned by heads of households than other 
unmarried individuals. As specified by the tax code, 
different statutory tax rates apply to different portions 
of people’s taxable ordinary income. (Taxable ordinary 
income is all income subject to the individual income tax 
other than most long-term capital gains and dividends, 
minus allowable adjustments, exemptions, and deduc¬ 
tions.) For heads of households, compared with other 
unmarried taxpayers, a greater portion of income is taxed 
at the two lowest rates. Through the end of 2025, those 


rates are 10 percent and 12 percent. After 2025, they will 
be 10 percent and 15 percent. Other statutory rates are 
scheduled to rise as well. 

Heads of households also qualify for some tax prefer¬ 
ences at higher levels of income than those who file as 
single. For example, the saver’s credit—which reduces 
taxes on up to 50 percent of contributions to certain 
retirement savings plans for low- and moderate-income 
taxpayers—begins to phase out at higher levels for heads 
of households than for single filers. After 2025, the per¬ 
sonal and dependent exemptions (which were temporar¬ 
ily repealed by the 2017 tax act but will become effective 
again in 2026) and certain itemized deductions will also 
start to phase out at higher levels of income for heads of 
households than for single filers. 

To qualify as a head of household, unmarried people 
must pay most of the costs of maintaining the household 
in which they have resided with a qualifying person for 
over half the year. The rules for claiming a qualifying 
person vary. In addition to meeting certain residency 
and relationship criteria, a child claimed as a qualifying 
person must be under the age of 19, under 24 and a 
full-time student, or permanently and totally disabled. 
Other dependent relatives, who also must meet residency 
and relationship criteria, must receive more than half 
their support from the head of household and have gross 
income below a specified amount ($4,150 in 2018). 

In 2016, about 22 million unmarried taxpayers claimed 
head-of-household filing status on their tax returns. Of 
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those taxpayers, nearly 19 million lived with a qualifying 
child. 

Option 

This option consists of two alternatives. The first alter¬ 
native would eliminate the head-of-household filing 
status. The second would retain that status but limit it 
to taxpayers who pay more than half the costs of main¬ 
taining the household in which they have resided with a 
qualifying child under the age of 17. 

Effects on the Budget 

According to the staff of the Joint Committee on 
Taxation (JCT), eliminating the head-of-household 
filing status completely would raise $165 billion in 
revenues from 2019 through 2028. Limiting the head- 
of-household filing status to taxpayers with qualifying 
children under the age of 17 would raise $66 billion over 
that period, in JCT’s estimation. 

After 2025, the revenue estimates are lower, on net, than 
they would be if the amount of the standard deduction 
was not scheduled to decline. The lower standard deduc¬ 
tion will decrease the tax benefits of filing as a head of 
household, causing fewer people to choose that filing sta¬ 
tus and thus reducing the revenue gains from repealing it 
or restricting eligibility for it. To some extent, that effect 
is offset by an increase in individual income tax rates in 
2026, which would result in greater revenue gains after 
2025; however, because most heads of households are 
already in relatively low rate brackets, those increases in 
tax rates have a smaller effect on the revenue estimates 
than the reduction in the standard deduction. (In 2016, 
90 percent of filers claiming head-of-household status 
were subject to the two lowest statutory tax rates or did 
not owe any taxes on their ordinary income, and 82 per¬ 
cent claimed the standard deduction.) 

There are several sources of uncertainty in the estimates. 
Those uncertain factors include the growth rate of 
personal income, the demographic characteristics of the 
U.S. population, and tax compliance. For example, the 
revenues raised by either alternative would probably be 
higher than estimated if the personal income of heads of 
households grew at a faster rate than the Congressional 
Budget Office currently projects, causing those taxpayers 
to be subject to higher statutory tax rates than antici¬ 
pated. Revenues would also be higher than estimated 
if the number of single taxpayers reporting qualifying 
people in their home differed from current projections: 


The revenue gains from the option—especially the 
first alternative—would be higher, for example, if the 
number of single parents grew at a faster pace than is 
currently anticipated. Similarly, the gains in revenues 
would be lower if fewer taxpayers claimed the status than 
projected. 

Other Effects 

One argument in favor of the option is that the head- 
of-household filing status imposes marriage penalties. 
Marriage penalties occur when the combined amount 
of taxes paid by two unmarried people increases when 
they marry—most often when both spouses earn simi¬ 
lar amounts of income. Thus, marriage penalties favor 
unmarried couples over married couples. For head- 
of-household filers, the standard deduction and the 
maximum amount of taxable income subject to the two 
lowest income tax rates are equal to more than half of 
those amounts for married couples filing joint returns. 

By contrast, the amounts for single filers are set at half 
the amounts for joint filers. Requiring all unmarried 
people to file as single would cause unmarried couples 
to be treated more similarly to married couples. Neither 
alternative, however, would eliminate marriage penal¬ 
ties entirely. For example, suppose that two unmarried 
people claimed head-of-household filing status, and both 
were eligible for the earned income tax credit (EITC)—a 
tax preference available only to taxpayers with income 
below a certain threshold. If those two people married, 
their combined income would make them ineligible 
for the EITC. In that case, under either alternative, 
they would both have to file as single when they were 
not married but would still incur a marriage penalty 
(through the loss of the EITC) when they wed. Elowever, 
the size of that penalty would be smaller than if they 
had been able to file as heads of households before their 
marriage. 

A closely related argument in favor of the option is that 
marriage penalties may create incentives for people to 
either remain unmarried or marry and misreport their 
filing status as a head of household. Although most 
research shows that marriage penalties have only a slight 
effect on people’s decision to marry, studies of EITC 
compliance find that misreporting of marital status is one 
of the larger sources of erroneous claims. Eliminating 
or restricting the head-of-household filing status would 
reduce married people’s incentives to misreport their 
filing status. 
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An argument for eliminating the head-of-household 
filing status, as the first alternative would, is that the cri¬ 
teria for eligibility are complicated: The rules are difficult 
for taxpayers to understand and difficult for the Internal 
Revenue Service to verify. That complexity probably 
also contributes to taxpayers’ misreporting of their filing 
status on tax returns. By limiting the status to parents 
with children under the age of 17, the second alternative 
would help simplify the tax system by using the same age 
restrictions that apply to children claimed for the child 
tax credit. However, other complicated criteria would 
still be retained—in particular, the rules having to do 
with household maintenance and support, which require 
taxpayers to maintain extensive records of their expenses 
throughout the year. 

An argument against eliminating or restricting the 
head-of-household filing status is that unmarried people 
living with a child or other dependent in their own 
home require more income to cover subsistence expenses 
than other unmarried people. The filing status is a way 
to provide assistance to low- and moderate-income 
taxpayers with dependent children or other relatives, 
though those benefits extend to higher-income taxpayers 
as well. Although the second alternative would preserve 
many taxpayers’ ability to claim the head-of-household 


filing status, it would eliminate assistance for other tax¬ 
payers with similar needs—those whose dependents are 
age 17 or older. 

Another argument against the option (especially the 
first alternative) concerns its effects on custodial parents 
who have existing child-support arrangements with the 
noncustodial parents of their children. Filing as a head of 
household provides at least one child-related tax benefit 
to a custodial parent who agrees to allow the noncusto¬ 
dial parent to claim the child tax credit and, after 2025, 
the dependent exemption. Some divorced parents may 
have negotiated child-support agreements that were 
based on the splitting of those child-related tax benefits. 
In those circumstances, the loss of the head-of-household 
filing status would make the custodial parent’s after-tax 
income lower than anticipated when the support agree¬ 
ment was signed. If either of the alternatives was imple¬ 
mented, some affected parents might agree to adjust the 
support payments to reflect the change in tax law, but 
others might not have the same opportunity to renego¬ 
tiate the terms of the support agreement. To reduce the 
burden on divorced parents, policymakers could retain 
the head-of-household filing status (either temporarily or 
permanently) for taxpayers with child-support agree¬ 
ments in place prior to enactment of the option. 


RELATED CBO PUBLICATION: Effective Marginal Tax Ratesfor Low- and Moderate-Income Workers in 2016 (November 2015), 
www.cbo.gov/publication/50923 
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Revenues—Option 4 

Curtail the Deduction for Charitable Giving 


Total 


2019-2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Revenues 













Limit deductibility to charitable 
contributions in excess of 2 percent 
of adjusted gross income 

2.7 

13.6 

14.3 

15.0 

15.6 

16.1 

16.6 

19.6 

30.3 

31.7 

61.2 

175.6 

Limit deductibility to cash 
contributions 

2.6 

13.1 

13.5 

14.0 

14.5 

14.9 

15.4 

16.6 

20.2 

20.9 

57.7 

145.7 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

Current law allows taxpayers who itemize to deduct 
the value of their contributions to qualifying charitable 
organizations. (Taxpayers whose deductible expenses are 
less than the standard deduction can minimize their tax 
liability by claiming the standard deduction instead.) By 
lowering the after-tax cost of donating to charities, the 
deduction provides an added incentive to donate. 

Two restrictions apply to the deduction. First, deduct¬ 
ible charitable contributions may not exceed a certain 
percentage of a taxpayer’s adjusted gross income (AGI). 
(AGI includes income from all sources not specifically 
excluded by the tax code, minus certain deductions.) The 
2017 tax act temporarily increased that percentage from 
50 percent to 60 percent for cash contributions through 
the end of 2025 but retained the 50 percent limit for 
other types of contributions. In 2026, that temporary 
provision will expire, and subsequent deductions of 
both cash and noncash charitable contributions may 
not exceed 50 percent of a taxpayer’s AGI. The second 
restriction, which was temporarily lifted by the 2017 tax 
act but will resume in 2026, reduces the total value of 
certain itemized deductions—including the deduction 
for charitable donations—if the taxpayer’s AGI exceeds 
certain thresholds ($315,100 for taxpayers filing singly 
and $378,100 for taxpayers filing jointly in 2026). Those 
thresholds will be adjusted, or indexed, to include the 
effects of inflation. 

Deductions for charitable contributions accounted for 
3 percent of AGI among those who itemized on their 


2016 tax returns. Taxpayers claimed $234 billion in char¬ 
itable contributions, $ 169 billion of which was in the 
form of cash, on 37 million tax returns. Because of tem¬ 
porary changes enacted in the 2017 tax act, including 
an increase in the standard deduction, the Congressional 
Budget Office projects that the number of taxpayers who 
itemize will fall by more than 60 percent beginning in 
2018 and the total value of itemized deductions will fall 
by about 35 percent. Absent those legislated changes, the 
amount of itemized deductions was projected to grow 
slightly faster than income. 

Option 

This option consists of two alternatives that would curtail 
the deduction for charitable donations. Under the first 
alternative, only the amount of a taxpayer’s contribu¬ 
tions that exceeded 2 percent of his or her AGI would be 
deductible. Under the second alternative, the deduction 
would be eliminated for noncash contributions. Both 
alternatives would be limited to taxpayers who itemize, 
and higher-income taxpayers would still be subject to the 
additional reduction in the total value of certain deduc¬ 
tions after 2025. 

Effects on the Budget 

The first alternative would increase revenues by $176 bil¬ 
lion from 2019 through 2028, the staff of the Joint 
Committee on Taxation (JCT) estimates. The second 
alternative would increase revenues by $146 billion over 
that period, according to JCT. Under both alternatives, 
the increase in revenues would be larger after the expan¬ 
sion of the standard deduction and decrease in statutory 
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individual income tax rates under the 2017 tax act 
expire. Following the decrease in the standard deduction, 
more taxpayers will itemize deductions instead of claim¬ 
ing the standard deduction; as a result, either alternative 
would affect more taxpayers. H igher tax rates will also 
increase the value of itemized deductions. 

The estimates incorporate taxpayers’ responses to the two 
alternatives. Taxpayers would alter their charitable dona¬ 
tions because of the changes in those donations’ deduct¬ 
ibility. Under the first alternative, people who contribute 
less than 2 percent of their AGI would no longer have 
a tax incentive to donate, and many of them would 
reduce their contributions. That alternative would also 
encourage taxpayers who had planned to make gifts over 
several years to combine donations in a single tax year to 
qualify for the deduction. Under the second alternative, 
a taxpayer would have less incentive to make in-kind 
contributions, though taxpayers could sell the items they 
would have donated and donate the proceeds. (Sales of 
capital assets would, however, be subject to the capital 
gains tax.) Those responses make the estimated increase 
in revenues under either alternative smaller than it would 
be otherwise. 

The estimates are uncertain for two key reasons. First, 
the estimates rely on CBO’s 10-year projections of the 
economy and individual income under current law. 

Those projections are inherently uncertain, but they 
are particularly uncertain because they reflect recently 
enacted changes to the tax system by the 2017 tax act. 
Second, the effects of either alternative would depend on 
how taxpayers altered their charitable giving in response 
to the increased after-tax cost of giving. The estimates are 
based on how taxpayers have responded to prior changes 
in the after-tax cost of giving, which may differ from the 
response to the changes considered here. 

Other Effects 

An argument in favor of this option is that, even if they 
could not be deducted, a significant share of charitable 
donations would probably still be made. Therefore, 


allowing taxpayers to deduct charitable contributions is 
economically inefficient because it results in a large loss 
of federal revenues for a very small increase in charita¬ 
ble giving. People who make small donations are often 
less responsive to the tax incentive to make charitable 
contributions than people who make large contributions. 
For taxpayers who contribute more than 2 percent of 
their AGI to charity, the first alternative would maintain 
the current tax incentive to increase their donations but 
at much less cost to the federal government. And because 
most charitable contributions are made in cash, the 
second alternative would largely maintain the incentive 
to make donations. 

Another advantage of this option is that it would 
simplify the tax code. Limiting the deduction to con¬ 
tributions in excess of 2 percent of AGI would match 
the treatment of unreimbursed employee expenses, such 
as job-related travel costs and union dues, that applied 
in the past and will apply again after 2025. The option 
would also increase tax compliance. Deductions of 
smaller contributions—those amounting to less than 
$250—are more likely to be erroneous because they 
do not require the same degree of documentation as 
deductions of larger contributions. Moreover, the value 
of in-kind contributions may be overvalued by taxpayers 
and is difficult for the government to verify. 

A disadvantage of this option is that it would cause char¬ 
itable giving to decline, albeit by only a small amount, 
JCT and CBO estimate. Although people who make 
larger donations would still have an incentive to give 
under the first alternative, they would have slightly lower 
after-tax income because of the smaller deduction and 
therefore might reduce their contributions (although 
by a lesser percentage than people making smaller 
donations). Under the second alternative, taxpayers 
would have less incentive to donate goods and services. 
Taxpayers might consequently shift away from making 
those types of donations, even if charitable organizations 
would prefer in-kind donations instead of cash. 


RELATED OPTION: Revenues, “Eliminate Itemized Deductions” (page 216) 

RELATED CBO PUBLICATIONS: Optionsfor Changing the Tax Treatment of Charitable Giving (May 2011), www.cbo.gov/ 
publication/41452; The Estate Tax and Charitable Giving 0uly 2004), www.cbo.gov/publication/15823; Effects of Allowing 
Nonitemizers to Deduct Charitable Contributions (December 2002), www.cbo.gov/publication/l4230 
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Revenues—Option 5 

Eliminate Itemized Deductions 













Total 

Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2019- 

2023 

2019- 

2028 

Change in Revenues 

37.4 

71.7 

76.5 

80.9 

84.6 

87.7 

90.6 

201.1 

286.5 

295.1 

351.1 

1,312.0 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

When preparing their income tax returns, taxpayers may 
choose either to take the standard deduction—which is 
a flat dollar amount—or to itemize and deduct certain 
expenses, such as state and local taxes, mortgage interest, 
charitable contributions, and some medical expenses. 
Taxpayers benefit from itemizing when the value of their 
deductions exceeds the amount of the standard deduc¬ 
tion. (For 2018, that amount ranged from $12,000 for a 
single filer to $24,000 for a married couple filing jointly.) 
The fact that those expenses are deductible reduces the 
cost of incurring them, so, in effect, the itemized deduc¬ 
tions serve as subsidies for undertaking deductible activ¬ 
ities. Most of the tax savings from itemized deductions 
constitute a “tax expenditure” by the federal government. 
(Tax expenditures resemble federal spending by provid¬ 
ing financial assistance for specific activities, entities, or 
groups of people.) 

The tax code imposes several limits on the amount of 
itemized deductions taxpayers can claim. For 2018, 
taxpayers cannot deduct more than $10,000 in state and 
local taxes, nor can they deduct home mortgage inter¬ 
est on loan amounts in excess of $750,000. For some 
types of expenses (such as medical expenses), only the 
amount that exceeds a certain percentage of the tax¬ 
payer’s adjusted gross income (AGI) can be deducted. 
(AGI includes income from all sources not specifically 
excluded by the tax code, minus certain deductions.) 

Many tax rules relating to deductions will change in 
2026, when most changes to the individual income 
tax system made by the 2017 tax act expire. The size 
of the standard deduction will be reduced by roughly 
50 percent, making itemization a better choice for 
many taxpayers. Several restrictions on deductions that 
were put in place by the act will no longer be in effect. 


The limit on state and local taxes will be removed, and 
the limitation on mortgage interest will revert to the 
higher amount ($1.1 million) set by pre-2018 tax law. 
Additionally, several itemized deductions (such as the 
deductions for unreimbursed employee expenses and tax 
preparation fees) that were temporarily eliminated by the 
2017 act will be reinstated. And a provision that reduced 
the total value of certain itemized deductions by 3 per¬ 
cent of the amount by which a taxpayer’s AGI exceeded 
a specified threshold will come back into effect. The net 
effect of those changes will be to increase the number 
of taxpayers who itemize and the amount of deductions 
they claim. 

In 2015, almost 45 million taxpayers itemized their 
deductions, according to the Internal Revenue Service. 
Their itemized deductions totaled almost $1.3 trillion; 
by comparison, if those taxpayers had claimed the stan¬ 
dard deduction, their taxable income would have been 
$800 billion higher. The change in taxes from itemized 
deductions depends on the taxpayer’s marginal tax rate 
(the percentage of an additional dollar of income that 
is paid in taxes). For instance, $10,000 in deductions 
reduces tax liability by $1,500 for someone in the 
15 percent tax bracket and by $2,800 for someone in the 
28 percent tax bracket. As a result of temporary changes 
enacted by the 2017 tax act, the Congressional Budget 
Office projects that the number of itemizers will fall by 
more than 60 percent from 2017 to 2018 and the value 
of those itemized deductions will fall by about 35 per¬ 
cent. Absent those legislated changes, the amount of 
itemized deductions was projected to grow slightly faster 
than income. 

Option 

This option would eliminate all itemized deductions. 

As a result, all taxpayers who would otherwise itemize 
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deductions would have to claim the standard deduc¬ 
tion, which generally would be of less value to them. 
Taxpayers who would have claimed the standard deduc¬ 
tion would be unaffected by the change. 

Effects on the Budget 

If implemented, this option would increase revenues by 
$1,312 billion from 2019 through 2028, the staff of the 
Joint Committee on Taxation estimates. That estimate 
incorporates expected reductions in spending by tax¬ 
payers on deductible activities. For example, taxpayers 
would be likely to decrease their charitable contributions 
and mortgage indebtedness under this option. 

The increase in revenues from this option would rise 
sharply after most changes to the individual income tax 
system made by the 2017 tax act expire at the end of 
2025, for two reasons. As noted above, the expiration 
of those changes will substantially increase the number 
of taxpayers who itemize and the amount of deductions 
they claim. Consequently, the increase in revenues from 
eliminating deductions would be much larger in later 
years. Second, marginal tax rates are generally higher 
after 2025 than under the 2017 tax act. 

The estimated increase in revenues from this option is 
uncertain because both the underlying projection of 
itemized deductions and the estimated response to the 
change in the tax treatment of those deductions are 
uncertain. Projections of spending on deductible items 
are inherently uncertain because they are based on 
CBO’s projections of the economy over the next decade. 
That uncertainty is compounded because the projections 
reflect the effects of the 2017 tax, which are also quite 
uncertain. Finally, the estimates rely on expectations of 
how taxpayers will change their behavior in response 
to changes in the tax treatment of itemized deductions. 
Those expectations are based on observed responses to 
past changes, which might differ from the response to tax 
changes considered here. 

Other Effects 

One argument for eliminating itemized deductions is 
that their availability encourages spending on deductible 
activities because of the tax benefits those activities pro¬ 
vide; that tendency can lead to an inefficient allocation 
of economic resources. For example, the mortgage inter¬ 
est deduction distorts the housing market by prompt¬ 
ing people to take out larger mortgages and buy more 
expensive houses, which pushes up home prices. People 


therefore invest less in other assets than they would if all 
investments were treated equally. And the deduction for 
state and local taxes encourages state and local govern¬ 
ments to raise taxes and provide more services than they 
otherwise would (although some research indicates that 
total spending by state and local governments is not sen¬ 
sitive to that incentive). Eliminating itemized deductions 
would remove such incentives to spend more on certain 
goods or activities. Reducing taxpayers’ engagement 
in some activities for which expenses can be deducted 
under current law—in particular, activities that primarily 
benefit those taxpayers—could improve the allocation of 
resources. Flowever, reducing engagement in other activ¬ 
ities for which expenses can be deducted—in particular, 
activities that offer widespread benefits—could worsen 
the allocation of resources. An oft-cited example of 
tax-deductible spending in the latter category is contri¬ 
butions to charitable organizations. 

Another argument for eliminating itemized deductions 
is that taxpayers with higher income benefit more from 
those deductions because they have more expenses that 
can be deducted, which makes them more likely to 
itemize, and because the per-dollar tax benefit of those 
deductions depends on a taxpayer’s marginal tax rate, 
which rises with income. CBO estimates that in calendar 
year 2013 (the most recent year for which estimates are 
available), more than 80 percent of the tax expenditures 
resulting from the three largest itemized deductions—for 
state and local taxes, mortgage interest, and charitable 
contributions—accrued to households with income in 
the highest quintile (or one-fifth) of the population (with 
30 percent going to households in the top 1 percent of 
the population). In 2013, the tax benefit of those three 
deductions equaled 0.1 percent of after-tax income for 
households in the lowest income quintile, 0.4 percent for 
the middle quintile, 2.5 percent for the highest quintile, 
and 3.9 percent for the top percentile. Flence, reducing 
or eliminating them would increase the progressivity of 
the tax code—that is, it would increase average tax rates 
by more for higher-income taxpayers than for lower-in- 
come taxpayers. 

A third argument for this option is that eliminating 
itemized deductions would simplify the tax code. 
Taxpayers would no longer have to keep records of their 
deductible expenses or enumerate them on the tax form. 

An argument against this option is that some deductions 
are intended to yield a measure of taxable income that 
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more accurately reflects a person’s ability to pay taxes. 

For example, the deductions for payments of interest 
on money borrowed to purchase taxable investments, 
known as the investment interest expense deduction, 
allow people to subtract the costs they incurred to earn 
the income that is being taxed. And taxpayers with high 
medical expenses, casualty and theft losses, or state and 
local taxes have fewer resources than taxpayers with the 
same amount of income and smaller expenses or losses 
(all else being equal). Under this option, taxpayers would 
not be able to subtract those expenses from their taxable 
income. 


Another argument against this option is that eliminat¬ 
ing itemized deductions would disrupt many existing 
financial arrangements, especially in the housing market. 
Many homeowners have purchased homes under the 
presumption that they would be able to deduct much of 
the interest on their mortgages and their property taxes. 
Eliminating those deductions would make it more diffi¬ 
cult for homeowners to meet their obligations. And such 
a change would also reduce the amount new homebuyers 
would be willing to pay, which would lower the prices of 
homes, on average. Lower housing prices would create 
further stress on the finances of existing owners. 


RELATED OPTION: Revenues, “Curtail the Deduction for Charitable Giving” (page 214) 

RELATED CBO PUBLICATIONS: The Distribution of Major Tax Expenditures in the Individual Income Tax System (May 2013), 
www.cbo.gov/publication/43768; Larry Ozanne, Taxation of Owner-Occupied and Rental Housing, Working Paper 2012-14 
(November 2012), www.cbo.gov/publication/43691 ; Optionsfor Changing the Tax Treatment of Charitable Giving (May 2011), 
www.cbo.gov/publication/4l452; The Deductibility of State and Local Taxes (February 2008), www.cbo.gov/publication/4l647 
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Revenues—Option 6 

Change the Tax Treatment of Capital Gains From Sales of Inherited Assets 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

1.4 

5.1 

7.0 

8.7 

10.3 

11.8 

13.3 

14.5 

15.6 

17.3 

32.5 104.9 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

When people sell an asset for more than the price at 
which they obtained it, they realize a net capital gain. 
That net gain is typically calculated as the sales price 
minus the asset’s adjusted basis—generally the price at 
the time it was initially acquired plus the cost of any 
subsequent improvements, minus any deductions for 
depreciation. Net capital gains are included in taxable 
income in the year in which the sale occurs. 

The tax treatment of capital gains resulting from the 
sale of inherited assets is different. To calculate the gains 
on inherited assets, taxpayers generally use the asset’s 
fair-market value at the time of the owner’s death—often 
referred to as stepped-up basis—instead of the adjusted 
basis derived from the asset’s value when the decedent 
initially acquired it. As a result, when the heir sells the 
asset, capital gains taxes are assessed only on the change 
in the asset’s value after the owner’s death. Any apprecia¬ 
tion in value that occurred while the decedent owned the 
asset is not included in taxable income and therefore is 
not subject to capital gains taxation. (However, the estate 
may be subject to the estate tax.) 

Generally, capital gains resulting from the sale of 
inherited assets are taxed at the long-term capital gains 
rate that applies to assets held for more than one year, 
regardless of how long the heir has held the asset. There 
is not enough publicly available information to measure 
the share of long-term capital gains that results from 
sales of inherited assets. However, in total, 11 million 
taxpayers reported $635 billion in net long-term capital 
gains on their 2016 tax returns, and 8 million taxpayers 
reported $334 billion in net long-term capital losses. The 
Congressional Budget Office projects that income from 
capital gains will decline between 2019 and 2021 and 
then increase between 2022 and 2028. 


Option 

Under this option, taxpayers would generally adopt the 
adjusted basis of the decedent—known as carryover 
basis—on assets they inherit. As a result, the decedent’s 
unrealized capital gain would be taxed at the heirs’ tax 
rate when they eventually sell the assets. (For bequeathed 
assets that would be subject to both the estate tax and 
the capital gains tax, this option would adjust the basis 
of some of those assets to minimize the extent to which 
both taxes would apply to the appreciation in value.) 

Effects on the Budget 

If implemented, this option would increase revenues by 
$105 billion from 2019 through 2028, the staff of the 
Joint Committee on Taxation estimates. That estimate 
incorporates the response by some heirs to the change 
in the tax treatment of the sales of inherited assets. For 
an asset that rose in value before the owner’s death, 
replacing stepped-up basis with carryover basis would 
increase the total amount of taxable capital gains realized 
when the asset is sold by the heir (unless the asset’s value 
dropped after the owner’s death by an amount equal to 
or greater than the appreciation that occurred while the 
owner was alive). As a result, heirs might choose to delay 
the sales of inherited assets (as they might for assets they 
purchased themselves) to defer capital gains taxes and 
thereby reduce their tax liability. 

The estimate for this option is uncertain for two primary 
reasons. First, the estimate relies on CBO’s economic 
projections, including those of the value of assets at 
their owners’ death and of capital gains realizations, and 
such projections are inherently uncertain. Second, the 
estimate reflects taxpayers’ anticipated responses to the 
change in the tax treatment of inherited assets, includ¬ 
ing delays in the sales of those assets, which are also 
uncertain. 
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Other Effects 

One advantage of this option is that it would encour¬ 
age people to shift investments to more productive uses 
during their lifetimes, rather than retaining those assets 
so that their heirs can benefit from the tax advantages 
offered by the stepped-up basis. The option, how¬ 
ever, would not completely eliminate the incentive to 
delay the sale of assets solely for the tax advantages. An 
alternative approach would be to treat transfers of assets 
through bequest as a sale at the time of the transfer, mak¬ 
ing the capital gains taxable in that year. However, that 
method might force the owner to sell some portion of 
the assets at an inopportune time to pay the tax, which 
could be particularly problematic for nonliquid assets. 

Another advantage is that using carryover basis to deter¬ 
mine capital gains would decrease people’s incentives 
to devote resources to tax planning rather than to more 
productive activities. For example, it would lessen the 


advantages of using certain tax shelters that allow people 
to borrow against their assets so that they can fund their 
current consumption and, after their death, the loan can 
be repaid with proceeds from the sale of their assets. 

A disadvantage of this option is that heirs would find it 
difficult to determine the original value of the asset when 
the decedent had not adequately documented the basis 
of the asset. Additional provisions could be enacted to 
make it easier to value an asset, though they would prob¬ 
ably reduce the amount of revenues raised. For example, 
heirs could have the choice of using carryover basis 
or setting the basis of an inherited asset at a specified 
percentage of the asset’s value at the time they inherit 
it. Alternatively, to minimize the costs of recordkeep¬ 
ing, appreciated assets in estates that are valued below a 
certain threshold could be exempted from the carryover 
basis treatment (and the heirs could continue to use the 
stepped-up basis). 


RELATED OPTION: Revenues, “Raise the Tax Rates on Long-Term Capital Gains and Qualified Dividends by 2 Percentage Points and Adjust 
Tax Brackets” (page 207) 

RELATED CBO PUBLICATIONS: The Distribution of Asset Holdings and Capital Gains (August 2016), www.cbo.gov/publication/51831; 
Federal Estate and Gift Taxes (December 2009), www.cbo.gov/publication/4l851 
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Revenues—Option 7 

Eliminate the Tax Exemption for New Qualified Private Activity Bonds 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

0.1 

0.6 

1.3 

2.0 

2.7 

3.5 

4.3 

5.1 

5.8 

6.5 

6.7 31.8 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

The U.S. tax code permits state and local governments to 
finance certain projects by issuing bonds whose interest 
payments are exempt from federal income taxes. As a 
result, those bonds pay lower rates of interest than they 
would if the interest payments were taxable. For the most 
part, proceeds from tax-exempt bonds are used to finance 
public projects, such as the construction of highways and 
schools. In some cases, however, state and local govern¬ 
ments issue tax-exempt bonds to finance private-sector 
projects. Such bonds—known as qualified private activ¬ 
ity bonds—may be used to fund private projects that 
provide at least some public benefits. Eligible projects 
include the construction or repair of infrastructure and 
certain activities, such as building schools and hospitals, 
undertaken by nonprofit organizations. (Those organi¬ 
zations are sometimes called 501(c)(3) entities after the 
section of the tax code that authorizes them.) 

In 2015, a total of approximately $102 billion in qual¬ 
ified private activity bonds was issued by the 50 states, 
and slightly less than half (45 percent) of the proceeds 
were used for new investment. The remaining proceeds 
were used to issue new bonds that replaced existing 
bonds. At that time, Standard and Poor’s reported that 
the yield on high-grade municipal bonds—a reasonable 
proxy for qualified private activity bonds—was 3.5 per¬ 
cent, well below the yield on corporate bonds of compa¬ 
rable creditworthiness (3.9 percent). 

Option 

This option would eliminate the tax exemption for new 
qualified private activity bonds beginning in 2019. 

Effects on the Budget 

The option would increase revenues by $32 billion from 
2019 through 2028, according to estimates by the staff 


of the Joint Committee on Taxation. Federal revenues 
raised by this option would initially be small but would 
grow over time. That is because the interest income from 
any type of bond depends on the bond’s outstanding 
principal amount and the rate of interest it pays. As the 
volume of debt rises, interest income increases as well 
(barring a drop in interest rates, which could lead exist¬ 
ing debt to be refinanced at lower rates). And interest 
rates are projected to rise over the 2019-2028 period, 
which would cause the interest income that would 
become subject to tax under the option to grow even 
more rapidly. Flence, the effect on federal revenues is 
expected to increase. 

Estimates of the federal revenues that would be raised 
through this option are uncertain. The estimates rely on 
the Congressional Budget Office’s projections of interest 
rates over the next decade, which are inherently uncer¬ 
tain. The estimates also depend on several types of behav¬ 
ioral responses to this option—specifically, taxpayers’ 
willingness to purchase bonds of state and local govern¬ 
ments that no longer offer tax-free interest income, and 
those governments’ willingness to incur such debt. 

Other Effects 

One argument for this option is that eliminating the tax 
exemption for new qualified private activity bonds would 
improve economic efficiency in some cases. For example, 
the owners of some of the infrastructure facilities that 
benefit from the tax exemption can capture—through 
fees and other charges—much of the value of the services 
they provide. Therefore, such investments probably 
would take place without a subsidy. In those instances, 
providing a tax exemption for the investments is ineffi¬ 
cient because the exemption shifts resources from taxpay¬ 
ers to private investors without generating any additional 
public benefits. As another example, some private-sector 
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projects funded through qualified private activity bonds 
might provide public benefits that are small relative to 
the existing tax exemption. In such cases, the subsidy 
could lead to investment in projects whose total value 
(counting private as well as public benefits) is less than 
their costs. 

Another argument in favor of this option is that it would 
encourage nonprofit organizations to be more selective 
when choosing projects and, in general, to operate more 
efficiently. Nonprofit organizations do not pay federal 
income taxes on their investment income. Many non¬ 
profit universities, hospitals, and other institutions use 
tax-exempt debt to finance projects that they could fund 
by selling their own assets. By holding on to those assets, 
they can earn an untaxed return that is greater than the 
interest they pay on their tax-exempt debt. Eliminating 
the tax exemption for the debt-financed projects of non¬ 
profit organizations would put those projects on an even 
footing with projects financed through sales of assets. 
Further, the tightening of nonprofit organizations’ finan¬ 
cial constraints that would result from eliminating the 
tax exemption would encourage those organizations to 
operate more cost-effectively. As a consequence, however, 
nonprofits with few assets that they could liquidate to 
cover an increase in the cost of financing might be forced 
to curtail or even cease operations. 

A disadvantage of this option is that some projects that 
would not be undertaken without a tax exemption 
might provide sufficient public benefits to warrant a 
subsidy. For example, although some privately funded 
roads specifically benefit the owners and operators (who 
can collect tolls from users), they also have broad social 
benefits (because they are part of a larger transportation 


network). State and local governments are increasingly 
looking to the private sector to undertake projects of that 
sort, and supporters of qualified private activity bonds 
argue that eliminating the tax exemption would remove 
an important source of funding for them. 

Flowever, if lawmakers wished to continue to support 
investments in infrastructure and other projects under¬ 
taken by the private sector, they could do so more 
efficiently by subsidizing those investments directly 
rather than through the tax system. Tax-exempt financ¬ 
ing is inefficient for two reasons. First, the reduction in 
borrowing costs for issuers of tax-exempt bonds is less 
than the amount of federal revenues forgone through 
the tax exemption. (The interest rate on tax-exempt 
debt is determined by the market-clearing tax-exempt 
bond buyer, whose bond purchase establishes the price 
at which the amount of debt purchased by investors just 
matches the volume brought to market by tax-exempt 
borrowers. The market-clearing tax-exempt bond buyer 
is typically in a lower marginal income tax bracket—and 
hence willing to accept a lower tax-free rate of return— 
than the average tax-exempt bond buyer, who determines 
the amount of federal revenues forgone as a result of the 
tax exemption.) Second, the amount of the subsidy is 
determined by the tax code and does not vary among 
projects according to federal priorities. Fawmakers could, 
instead, provide a direct subsidy by guaranteeing loans or 
making loans available for certain private-sector projects 
at below-market rates of interest. By offering a direct 
subsidy rather than providing one through the tax sys¬ 
tem, the federal government could both select the types 
of projects receiving support and determine the amount 
of the subsidy. 


RELATED CBO PUBLICATIONS: Federal Support for Financing State and Local Transportation and Water Infrastructure (October 2018), 
www.cbo.gov/publication/54549; testimony of Joseph Kile, Assistant Director for Microeconomic Studies, before the Senate Committee 
on Finance, The Status of the Highway Trust Fund and Optionsfor Paying for Highway Spending (June 18,2015), www.cbo.gov/ 
publication/50297; testimony of Joseph Kile, Assistant Director for Microeconomic Studies, before the Panel on Public-Private 
Partnerships, House Committee on Transportation and Infrastructure, Public-Private Partnerships for Highway Projects (March 5, 

2014), \\ w w. clto.gov/publication/45157; Federal Grants to State and Local Governments (March 2013), www.cbo.gov/publication/43967; 
testimony of Frank Sammartino, Assistant Director for Tax Analysis, before the Senate Committee on Finance, Federal Support for State 
and Local Governments Through the Tax Code (April 25,2012), www.cbo.gov/publication/43047; Using Public-Private Partnerships 
to Carry Out Highway Projects (January 2012), www.cbo.gov/publication/42685; Tax Arbitrage by Colleges and Universities 
(April 2010), www.cbo.gov/publication/21198; Subsidizing Infrastructure Investment With Tax-Preferred Bonds, AJoint CBO/JCT 
Study (October 2009), www.cbo.gov/publication/41359; Nonprofit Hospitals and Tax Arbitrage (attachment to a letter to the Honorable 
William “Bill” M. Thomas, December 6,2006), www.cbo.gov/publication/18257 
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Revenues—Option 8 

Expand the Base of the Net Investment Income Tax to Include the Income of Active Participants in 
S Corporations and Limited Partnerships 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

9.4 

15.4 

16.9 

18.4 

19.8 

21.1 

22.3 

23.8 

25.2 

26.6 

79.9 198.9 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

In addition to the individual income tax, high-income 
taxpayers face two taxes on certain types of income above 
specified thresholds. The first—the Additional Medicare 
Tax—is a 0.9 percent tax on wages and self-employment 
income in excess of $250,000 for married taxpayers who 
file joint returns, $125,000 for married taxpayers who 
file separate returns, and $200,000 for single and head- 
of-household filers. The 2.9 percent Medicare Hospital 
Insurance tax also applies to all wages and self-employ¬ 
ment income; as a result, high-income individuals are 
subject to a total Medicare-related tax on wages and 
self-employment income of 3.8 percent. 

The second tax faced by high-income taxpayers—the 
Net Investment Income Tax (NUT)—is a 3.8 percent 
tax on qualifying investment income, such as interest, 
dividends, capital gains, rents, royalties, and passive 
income from businesses not subject to the corporate 
income tax. Taxpayers are subject to the NUT if their 
modified adjusted gross income (MAGI) exceeds certain 
thresholds: $250,000 for married taxpayers who file joint 
returns, $125,000 for married taxpayers who file separate 
returns, and $200,000 for everybody else. (For purposes 
of the NUT, MAGI is the total of adjusted gross income 
and income earned abroad, which is typically excluded 
from taxable income.) For some taxpayers, qualifying 
investment income is greater than the amount by which 
MAGI exceeds the applicable threshold; in such cases, 
the tax applies only to the excess MAGI. 

For virtually all labor and capital income that is derived 
from the activities of sole proprietorships, general part¬ 
nerships, and C corporations (businesses that are sub¬ 
ject to the corporate income tax) and that is above the 
income thresholds, the combination of Medicare-related 


taxes and the NUT results in a uniform 3.8 percent mar¬ 
ginal tax rate. (The marginal tax rate is the percentage of 
an additional dollar that is paid in taxes.) That income 
includes the net profits of sole proprietors and general 
partners, which are subject to Medicare-related taxes, and 
the interest, dividends, and capital gains paid by C cor¬ 
porations to their bondholders or shareholders, which 
are subject to the NUT. 

Income generated by other forms of businesses— 
specifically, limited partnerships (wherein certain 
partners are not liable for the debts of the business in 
excess of their initial investment) and S corporations 
(which are not subject to the corporate income tax 
because they meet certain criteria defined in subchapter 
S of the tax code)—may be excluded from both taxes 
under certain circumstances. If a high-income taxpayer 
is a passive investor in such a business (that is, if he or 
she does not actively participate in its operations), his or 
her share of the firm’s net profits is subject to the NUT. 
Most limited partners and some S corporation owners 
are passive investors and thus fall into that category. But 
if a high-income taxpayer is actively involved in running 
such a business, as some limited partners and most own¬ 
ers of S corporations are, his or her share of the firm’s net 
profits is not subject to either the Additional Medicare 
Tax or the NUT. (If the taxpayer receives a salary from 
the firm, however, that income would be subject to the 
Additional Medicare Tax.) 

The Treasury Department has estimated that in 2013, 

58 percent of S corporation income and 18 percent 
of partnership income was nonqualifying investment 
income. The Congressional Budget Office estimates that 
of the nonqualifying S corporation income, roughly 
three-quarters was received by S corporation owners who 
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had incomes above the NUT thresholds (approximately 
600,000 taxpayers in 2012). Because the NUT thresh¬ 
olds are not adjusted for inflation, the amount of non¬ 
qualifying investment income above those thresholds— 
an amount subject to neither the Additional Medicare 
Tax nor the NUT—has grown faster than total individ¬ 
ual income since 2012, and that pattern is projected to 
continue. 

Option 

This option would impose the NUT on all income 
derived from business activity that is subject to the indi¬ 
vidual income tax but not to the Additional Medicare 
Tax, regardless of the business’s organizational form 
or the taxpayer’s level of participation in the business’s 
operations. 

Effects on the Budget 

The staff of the Joint Committee on Taxation estimates 
that implementing this option would increase revenues 
by $199 billion between 2019 and 2028. That esti¬ 
mate is subject to uncertainty. For example, it relies on 
CBO’s economic projections of the economy over the 
next decade under current law, which are uncertain. In 
addition, it relies on projections of businesses’ organi¬ 
zational structures, which were made more uncertain 
by recent changes to tax law. Also, the estimate reflects 
certain anticipated behavioral changes by taxpayers, 
and accounting for those behavioral changes adds more 
uncertainty to the estimate. 

Other Effects 

An advantage of this option is that it would allow 
businesses with different organizational structures to 
be treated in a more uniform way for tax purposes. 
Entrepreneurs would therefore be more likely to select 


the form of organization that best suited their business 
rather than the form that minimized their tax liabil¬ 
ity. The option would also reduce the incentive for 
high-income owners of S corporations to reduce their 
Medicare-related taxes by accepting a salary that is less 
than the value of the labor they contribute. Finally, it 
would encourage people to base decisions about actively 
participating in running an S corporation or limited 
partnership on whether such participation would 
strengthen their business, not on whether it would avoid 
an additional tax liability. 

A disadvantage of the option is that it would proba¬ 
bly reduce total investment by the businesses that are 
affected by it. For example, if actively involved owners 
of an S corporation subject to the NUT expanded their 
business, their after-tax return would be lower under this 
option than under current law. In some cases, it would 
probably be too low to justify the expansion. That argu¬ 
ment implies that the NUT should apply to fewer (or 
no) sources of income, not more. 

An alternative approach would be to impose the Self- 
Employment Contributions Act tax (of which the 
Hospital Insurance tax is a part) and the Additional 
Medicare Tax on business income that is not subject 
to either the Additional Medicare Tax or the NUT. 

In that scenario, the owners of all businesses except 
C corporations would be deemed self-employed and 
would be taxed in the same manner. If that approach 
was enacted, this option’s goal of taxing business income 
more uniformly would be accomplished, and there 
would be no reason to subject that income to the NUT. 
(See Revenues, Option 22, “Tax All Pass-Through 
Business Owners Under SECA and Impose a Material 
Participation Standard.”) 


RELATED OPTION: Revenues, “Tax All Pass-Through Business Owners Under SECA and Impose a Material Participation Standard” 
(page 261) 

RELATED CBO PUBLICATION: Taxing Businesses Through the Individual Income Tax (December 2012), www.cbo.gov/ 
publication/43750 
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Revenues—Option 9 

Tax Carried Interest as Ordinary Income 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

1.0 

1.4 

1.5 

1.4 

1.4 

1.4 

1.4 

1.4 

1.5 

1.5 

6.7 14.0 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

Investment funds—such as private equity, real estate, and 
hedge funds—are often organized as partnerships. Those 
partnerships typically have two types of partners: general 
partners and limited partners. General partners deter¬ 
mine the partnership’s investment strategy, seek contri¬ 
butions of capital and loans to acquire assets, manage 
those assets, and eventually sell them. Limited partners 
contribute capital to the partnership but do not partici¬ 
pate in its management. General partners can invest their 
own capital in the partnership as well, but such invest¬ 
ments usually represent a small share (between 1 percent 
and 5 percent) of the total capital invested. 

General partners typically receive two types of compen¬ 
sation for managing a fund: a management fee tied to 
some percentage of the fund’s assets and “carried interest” 
tied to some percentage of the fund’s profits. For exam¬ 
ple, general partners may receive a management fee equal 
to 2 percent of the invested assets plus a 20 percent share 
of the profits as carried interest if returns from the fund 
exceed a threshold. The fee, less the fund’s expenses, is 
subject to ordinary income tax and the self-employment 
tax. By contrast, carried interest associated with gains 
from the sale of an asset held for more than three years is 
usually taxed at the rate that applies to long-term capital 
gains, which is typically much lower than that for ordi¬ 
nary income, and that carried interest is also not subject 
to the self-employment tax. 

Income from carried interest is not separately reported by 
taxpayers and is therefore not directly measured. Income 
from investment funds and from carried interest gener¬ 
ally grows more rapidly than the economy during booms 
and more slowly than the economy during recessions. 
(Additional background information and data related 


to carried interest can be found in Joint Committee on 
Taxation 2007.) 

Option 

This option would treat carried interest that general 
partners receive for performing investment management 
services as labor income, taxable at ordinary income tax 
rates and subject to the self-employment tax. Income 
those partners receive as a return on their own capital 
contribution would not be affected. 

Effects on the Budget 

If implemented, the change would produce an esti¬ 
mated $14 billion in revenues from 2019 through 
2028, according to the staff of the Joint Committee on 
Taxation. That estimate takes into account the antici¬ 
pated responses of general partners, who would probably 
restructure their compensation to lower their taxes. For 
example, to make an investment requiring $ 100 million, 
the general partner could secure a $20 million interest- 
free nonrecourse loan (a loan secured by a pledge of 
collateral but for which the borrower is not personally 
liable) from the limited partners to invest in the fund, 
and the limited partners could separately invest $80 mil¬ 
lion directly in the fund. If the assets of the investment 
fund were sold for a profit after three or more years, the 
gains realized by the general partner on the $20 million 
loan would equal 20 percent of the fund’s total gains. 

The general partner would then claim that income as a 
capital gain subject to the same lower tax rates as carried 
interest under current law. Flowever, even if compen¬ 
sation agreements between limited partners and gen¬ 
eral partners were restructured in that manner, federal 
receipts would still rise, although by less than they would 
if restructuring was not feasible. That is because, under 
current law, the general partner is required to treat the 
forgone interest on the nonrecourse loan as income and 
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pay tax on it at the higher ordinary rate. The revenue 
estimates shown above reflect the likelihood and the 
consequences of such restructuring. 

The estimate for this option is uncertain because of 
uncertainty surrounding estimates of income from 
carried interest. The estimate also depends on the 
Congressional Budget Office’s economic projections, 
which are inherently uncertain. General partners typi¬ 
cally earn carried interest only when their fund generates 
a return in excess of a threshold, and their likelihood of 
earning that return depends on economic conditions. 
Additionally, there is uncertainty about the degree to 
which general partners would be able to employ strate¬ 
gies such as the use of nonrecourse loans to avoid recog¬ 
nizing carried interest as ordinary income. 

Other Effects 

An argument in favor of this option is that carried 
interest could be considered performance-based com¬ 
pensation for management services. By taxing carried 
interest as ordinary income, this option would make 
the treatment of carried interest consistent with that of 
many other forms of performance-based compensation, 
such as bonuses, royalties, and most stock options. In 
particular, the option would equalize the tax treatment 
of income that general partners received for perform¬ 
ing investment management services and the income 


earned by corporate executives who do similar work. (For 
example, many corporate executives direct investment, 
arrange financing, purchase other companies, or spin off 
components of their enterprises, yet profits from those 
investment activities are not counted as individual capital 
gains for those executives and are therefore not taxed at 
preferential rates.) 

An argument against this option is that a portion of the 
profits generated by the sale of an investment fund might 
be attributable to intangible assets, which are indepen¬ 
dent of the services provided by the general partner. By 
taxing the full carried interest—even the portion attrib¬ 
utable to intangible assets—as labor income instead of 
capital gains, this option would treat general partners 
of investment funds differently from general partners 
in other industries. An alternative approach would be 
to allow a fraction of carried interest to continue to be 
treated as capital gains. 

Another argument against the option is that, by reducing 
the expected after-tax compensation of general partners, 
it would reduce their incentive to start investment funds. 
That reduced incentive, in turn, could diminish inno¬ 
vation and possibly make private equity markets—and 
consequently businesses—less efficient. It is not clear, 
however, to what extent the current treatment of carried 
interest promotes innovation and market efficiency. 


RELATED OPTIONS: Revenues, “Increase Individual Income Tax Rates” (page 204), “Raise the Tax Rates on Long-Term Capital Gains and 
Qualified Dividends by 2 Percentage Points and Adjust Tax Brackets” (page 207) 

RELATED CBO PUBLICATION: Testimony of Peter R. Orszag, Director, before the House Committee on Ways and Means, The Taxation of 
Carried Interest (September 6,2007), www.cbo.gov/publication/19113 

WORK CITED: Joint Committee on Taxation, Present Law and Analysis Relating to Tax Treatment of Partnership Carried Interests, 
JCX-41-07 (July 10,2007), https://tinyurl.com/yawwn7kv (PDF, 494 KB) 
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Revenues—Option 10 

Include Disability Payments From the Department of Veterans Affairs in Taxable Income 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019-2019- 

2023 2028 

Change in Revenues 












Include all disability payments in 

taxable income 

0.7 

7.6 

8.2 

8.8 

9.9 

10.0 

9.8 

10.8 

13.1 

13.7 

35.2 92.7 

Include disability payments in 
taxable income only for veterans 
with a disability rating of 20 percent 
or less 

* 

0.4 

0.4 

0.4 

0.4 

0.5 

0.5 

0.5 

0.6 

0.6 

1.6 4.4 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 

* = between zero and $50 million. 


Background 

The goal of the Department of Veterans Affairs (VA) dis¬ 
ability system is to compensate veterans for earnings lost 
as a result of service-connected disabilities. By law, that 
compensation is meant to equal the average reduction 
in earnings experienced by civilian workers with similar 
medical conditions or injuries. 

Compensable service-connected disabilities are medical 
problems incurred or aggravated during active duty, 
although not necessarily during the performance of 
military duties. Applicable conditions range widely in 
severity and type, from scars and hypertension to the 
loss of one or more limbs. The amount of a veteran’s 
base payment is linked to his or her composite disability 
rating, which can account for multiple disabilities and 
is expressed from zero to 100 percent in increments of 
10 percentage points. Lower ratings generally reflect that 
veterans’ disabilities are less severe; in 2017, about one 
in three recipients of disability compensation were rated 
as either 10 percent or 20 percent disabled. Beneficiaries 
do not have to demonstrate that their conditions have 
reduced their earnings or interfere with their daily 
functioning. 

Disability compensation is not means-tested (that is, 
restricted to those with income below a certain amount), 
and payments are exempt from federal and state income 
taxes. Veterans who have a job are eligible for benefits, 
and most working-age veterans who receive disability 


benefits are employed. Payments are in the form of 
monthly annuities and typically continue until the 
beneficiary’s death. Because disability benefits are based 
on VA’s calculation of average earnings lost as a result of 
specific conditions, payments do not reflect disparities in 
earnings that might result from differences in veterans’ 
education, training, occupation, or motivation to work. 

Although the number of veterans in the total popula¬ 
tion is declining, the number receiving VA disability 
payments has risen each year. Both the share of veterans 
receiving disability payments and the average amount of 
those payments have increased. Today, about 20 percent 
of veterans receive disability compensation; in 2000, 
only 9 percent of all veterans did. In 2017, VA paid 
about 4.6 million veterans an average of $15,400 each 
in disability benefits. Of those veterans, 1.3 million had 
a disability rating of 20 percent or less; their average 
payment was $2,200. 

Option 

This option consists of two alternative approaches to 
taxing VA disability benefits under the individual income 
tax. The first alternative would include all such disabil¬ 
ity payments in taxable income. The second alternative 
would include disability payments in taxable income 
only for veterans with a disability rating of 20 percent 
or less. 
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Effects on the Budget 

The staff of the Joint Committee on Taxation (JCT) 
estimates that, if implemented, the first alternative would 
increase federal revenues by $93 billion from 2019 
through 2028. The second alternative would raise federal 
revenues by a smaller amount—$4 billion—over that 
period, according to JCT’s estimates. 

The total benefits included in taxable income would be 
much larger under the first alternative than under the 
second alternative. As a result, the second alternative 
would raise federal revenues by a much smaller amount. 
Estimates of both alternatives reflect the scheduled 
increase in individual income tax rates that begins 
in 2026. 

The estimates are uncertain for two main reasons. First, 
they rely on the Congressional Budget Office’s projec¬ 
tions of the veteran population and disability compen¬ 
sation, which are inherently uncertain. Second, they 
rely on estimates of how individuals would respond to 
the change in tax policy. Those estimates are based on 
observed responses to prior changes in policy, which 
might differ from the response to this option. 

Other Effects 

An argument in favor of the option is that including 
disability payments in taxable income would increase the 
equity of the tax system. Taxing VA disability payments 


would make tax liabilities similar among taxpayers with 
comparable amounts of combined income (from disabil¬ 
ity payments, earnings, and other sources). Eliminating 
income exclusions in the tax system moves the system 
toward one in which people in similar financial and fam¬ 
ily circumstances face similar tax rates. Further, military 
disability retirement pay—a type of disability compensa¬ 
tion received by those who retired from service because 
of a disability—is included in taxable income unless it 
is related to combat injuries. Including VA disability 
benefits in taxable income would make the treatment of 
the two types of benefits more similar. 

An argument against this option is that VA disability 
payments are connected to military service, which is 
unlike civilian employment because it confers distinctive 
benefits to society and imposes special risks on service 
members. By that logic, enhancements to pay and bene¬ 
fits for service members—including the current exclusion 
of disability compensation from taxation—could be seen 
as a way to recognize the hardships of military service. 
Flowever, veterans are entitled to disability payments 
even for medical conditions unrelated to military duties, 
as long as those conditions were incurred while the 
individuals were serving on active duty. By contrast, 
disability benefits received by civilian workers for non- 
work-related injuries are taxable if the employer paid the 
premiums. 


RELATED OPTIONS: Mandatory Spending, “Narrow Eligibility for Veterans’ Disability Compensation by Excluding Certain Disabilities 
Unrelated to Military Duties” (page 107); Revenues, “Include Employer-Paid Premiums for Income Replacement Insurance in Employees' 
Taxable Income” (page 229) 

RELATED CBO PUBLICATION: Veterans’ Disability Compensation: Trends and Policy Options (August 2014), www.cbo.gov/ 
publication/45615 
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Revenues—Option 11 

Include Employer-Paid Premiums for Income Replacement Insurance in Employees’ Taxable Income 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

19.2 

34.9 

34.4 

33.8 

33.1 

34.1 

35.2 

36.4 

39.8 

40.9 

155.4 341.9 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

To the extent that the option would affect Social Security payroll taxes, a portion of the revenues would be off-budget. In addition, the option would 
increase outlays for Social Security by a small amount. The estimates do not include those effects on outlays. 


Background 

Benefits that replace income for the unemployed, 
injured, or disabled are currently subject to different tax 
treatments. Whereas unemployment benefits are fully 
taxable, benefits paid through workers’ compensation 
programs (for work-related injuries or illnesses) are 
tax-exempt. (The taxes and premiums that employers 
pay for those types of benefits are deductible and are 
not included in employees’ taxable income.) Disability 
benefits (for non-work-related injuries) may be taxable, 
depending on who paid the premiums for the disabil¬ 
ity insurance. If the employer paid the premiums, the 
benefits are taxable (although the recipient’s tax liability 
can be partly offset by special income tax credits for the 
elderly or disabled). If the employee paid the premiums 
out of after-tax income, the benefits are generally not 
taxable. 

One broadly available form of income replacement 
insurance is unemployment insurance. In 2017, the taxes 
that employers paid under the Federal Unemployment 
Tax Act and to various state unemployment programs 
totaled $46 billion. However, there is no comprehen¬ 
sive information on the premiums and taxes for or the 
value of programs that provide insurance against lost 
wages and salaries because those programs are structured 
in various ways. The overall value of that insurance is 
expected to be a small fraction of the amount of covered 
wages and salaries. In the Congressional Budget Office's 
projections, total wages and salaries grow by an aver¬ 
age of 4 percent each year over the next 10 years, from 
$8 trillion in 2017 to $13 trillion in 2028. 


Option 

This option would gradually eliminate any tax on 
income replacement benefits over a five-year period 
but would immediately include in employees’ taxable 
income the value of several taxes, insurance premiums, 
and other contributions paid by employers. Specifically, 
all of the following would be subject to the individual 
income tax and the payroll taxes for Social Security and 
Medicare: the taxes that employers pay under the Federal 
Unemployment Tax Act and to various state unem¬ 
ployment programs, 50 percent of the premiums that 
employers pay for workers’ compensation (excluding the 
portion covering medical expenses), and the portion of 
insurance premiums or contributions to pension plans 
that employers pay to fund disability benefits. 

Effects on the Budget 

This option would increase revenues by $342 billion over 
the 2019-2028 period, the staff of the Joint Committee 
on Taxation estimates. The revenue effect falls between 
2020 and 2023 as the tax on income replacement ben¬ 
efits is phased out. Over the long term, gains in reve¬ 
nues would result almost entirely from the inclusion of 
workers’ compensation premiums in employees’ taxable 
income. The slightly higher estimated revenues in 2027 
and 2028 reflect, in part, the expiration of lower individ¬ 
ual income tax rates. 

This option would increase employees’ taxable earnings 
and therefore the wage base from which Social Security 
benefits are calculated. That change, in turn, would 
increase federal spending for Social Security. Between 
2019 and 2028, that increase would be slight. However, 
it would grow after 2028 as more people whose pre¬ 
miums were taxed retired and began collecting Social 
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Security benefits. The estimates shown above do not 
include the effects of such increased federal spending on 
outlays. 

The estimate for this option is uncertain because there 
is uncertainty about the total size of the programs that 
provide income replacement benefits. The estimate also 
depends on CBO’s projections of wages and salaries 
under current law. Those projections are inherently 
uncertain. The estimate further relies on projections 
of individuals’ choices about accepting available work 
and responses to the change in the taxation of income 
replacement insurance, which are likewise uncertain. 

Other Effects 

An advantage of this option is that it would eliminate 
many of the disparities that currently exist in the tax 
treatment of different kinds of income replacement 
insurance. For example, people who are unable to work 
because of an injury would not be taxed differently on 
the basis of whether their injury was related to their most 
recent job or a previous one. Another advantage of the 
option is that it would spread the tax burden among all 
workers covered by such insurance rather than placing 
the burden solely on beneficiaries, as is presently the 
case with unemployment insurance and employer-paid 
disability insurance. The effect on covered workers would 
be relatively small: Their after-tax earnings would fall, on 
average, by less than one-half of one percent. However, 


the effect would be greatest among low-wage workers, 
some of whom might work fewer hours or be less likely 
to seek work as a result. 

A disadvantage of the option is that it would discour¬ 
age unemployed individuals from accepting available 
work because, if unemployment benefits were no longer 
taxable, their disposable income would be higher while 
they were unemployed than is the case under current 
law. Research shows that higher after-tax unemployment 
benefits tend to lengthen periods of unemployment, 
particularly among those who have no savings and can¬ 
not obtain loans after they lose their job. (However, the 
increase in disposable income would also allow unem¬ 
ployed people more time to find a job that best matched 
their skill set.) 

Another argument against the option is that it would not 
eliminate all disparities in how income replacement ben¬ 
efits are treated. For example, the income-replacement 
portion of adjudicated awards and out-of-court settle¬ 
ments for injuries not related to work and not covered by 
insurance would remain entirely exempt from taxation. 
Likewise, the extended unemployment benefits that the 
federal government sometimes provides during economic 
downturns would never be taxed, because no amount 
corresponding to an employer’s contribution would ever 
have been included in the recipients’ taxable income. 


RELATED OPTIONS: Revenues, “Include Disability Payments From the Department of Veterans Affairs in Taxable Income” (page 227), 
“Increase Taxes That Finance the Federal Share of the Unemployment Insurance System” (page 264) 

RELATED CBO PUBLICATION: Unemployment Insurance in the Wake of the Recent Recession (November 2012), www.cbo.gov/ 
publication/43734 
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Revenues—Option 12 

Reduce Tax Subsidies for Employment-Based Health Insurance 













Total 

Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2019- 

2023 

2019- 

2028 


Replace the Excise Tax With a Limit on the Income and Payroll Tax Exclusions for Employment-Based 
Health Insurance Set at the 50th Percentile of Premiums 

Change in Mandatory Outlays 

0 

0 

0 

1 

3 

4 

5 

6 

6 

7 

4 

32 

Change in Revenues 8 

0 

0 

0 

51 

76 

84 

93 

111 

122 

132 

127 

670 

Decrease (-) in the Deficit 

0 

0 

0 

-50 

-73 

-81 

-88 

-104 

-116 

-125 

-123 

-638 


Replace the Excise Tax With a Limit on the Income and Payroll Tax Exclusions for Employment-Based 
Health Insurance Set at the 75th Percentile of Premiums 

Change in Mandatory Outlays 

0 

0 

0 

1 

1 

1 

2 

3 

3 

3 

2 

15 

Change in Revenues 8 

0 

0 

0 

19 

28 

32 

37 

46 

51 

57 

47 

270 

Decrease (-) in the Deficit 

0 

0 

0 

-19 

-26 

-31 

-35 

-43 

-48 

-54 

-45 

-256 


Replace the Excise Tax With a Limit on Only the Income Tax Exclusion for Employment-Based Health 
Insurance Set at the 50th Percentile of Premiums 

Change in Mandatory Outlays 

0 

0 

0 

1 

1 

1 

2 

3 

2 

3 

2 

14 

Change in Revenues 8 

0 

0 

0 

35 

50 

56 

62 

76 

83 

90 

86 

452 

Decrease (-) in the Deficit 

0 

0 

0 

-34 

-49 

-55 

-60 

-73 

-81 

-87 

-83 

-438 


Sources: Staff of the Joint Committee on Taxation; Congressional Budget Office. 

This option would take effect in January 2022. 

a. Estimates include the effects on Social Security payroll tax receipts, which are classified as off-budget. 


Overview of the Issue 

The federal tax system provides preferential treatment for 
health insurance that people buy through an employer. 
That treatment applies to payments and contributions 
made both by employers and by employees. Unlike cash 
compensation, employers’ payments for their employees’ 
health insurance premiums are excluded from income 
and payroll taxes. In most cases, the amount that work¬ 
ers pay for their own share of health insurance premi¬ 
ums is also excluded from income and payroll taxes. 
Contributions made to certain accounts by employers to 
pay for employees’ health care costs are excluded from 
income and payroll taxes as well. In all, that favor¬ 
able tax treatment cost the federal government about 
$300 billion in forgone revenues in 2018, and that cost 
will probably rise over time as the price of health care 
increases. Although a new excise tax will go into effect 
in 2022, somewhat reducing the tax exclusions’ conse¬ 
quences, those exclusions will continue to have signifi¬ 
cant implications for the federal budget. 


Further reducing the tax exclusion for employment-based 
health insurance—as outlined in this option—would 
raise federal revenues. However, it also would reduce 
the number of people with employment-based coverage, 
boost enrollment in the health insurance marketplaces 
established under the Affordable Care Act, and increase 
the number of people without insurance. Total spending 
on health care would be lower than it would have been 
otherwise because fewer people would have insurance. 

Current Law. The federal tax system subsidizes 
employment-based health insurance both by exclud¬ 
ing employers’ premium payments from income and 
payroll taxes and by allowing employees at firms that 
offer “cafeteria plans”—which allow workers to choose 
between a taxable benefit, such as cash wages, and non- 
taxable fringe benefits—to pay their share of premiums 
without that share’s being subject to income or payroll 
taxes. The tax system also subsidizes health care costs 
not covered by insurance by excluding from income and 
payroll taxes the contributions made to various accounts 
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that employees can use to cover those costs. Examples 
include employees’ contributions to flexible spending 
arrangements (FSAs), employers’ contributions to health 
reimbursement arrangements (HRAs), and employers’ 
and employees’ contributions to health savings accounts 
(HSAs). On average, people with higher income (and 
thus higher tax rates) or more expensive health insurance 
plans receive larger subsidies. 

The favorable tax treatment of employment-based health 
benefits is the federal government’s largest single tax 
expenditure. (Tax expenditures are exclusions, deduc¬ 
tions, preferential rates, deferrals, and credits in the 
tax system that resemble federal spending in that they 
provide financial assistance for specific activities, entities, 
or groups of people.) Including effects on both income 
taxes and payroll taxes, those exclusions are projected to 
equal 1.5 percent of gross domestic product in 2018. 

The excise tax that is scheduled to start in 
2022 will effectively reduce the tax subsidy for 
employment-based health insurance. It will be levied 
on employment-based health benefits—consisting of 
employers’ and employees’ currently taxable and tax- 
excluded contributions for health insurance premiums 
and contributions to FSAs, FIRAs, or FISAs—whose 
value exceeds certain thresholds. The excise tax will thus 
curtail the current open-ended tax exclusions. Even when 
the excise tax is in effect, however, employment-based 
health insurance will still receive a significant tax subsidy, 
and that subsidy will still be larger for people with higher 
income. 

The excise tax will equal 40 percent of the difference 
between the total value of tax-excluded contributions 
and the applicable threshold. The Congressional Budget 
Office and the staff of the Joint Committee on Taxation 
(JCT) project that some employers will change their 
offers of coverage to reduce their exposure to the tax. In 
the agencies’ projections, which do not account for such 
changes, roughly 15 percent of people enrolled in an 
employment-based plan in 2022 have some taxable and 
tax-excluded contributions in excess of the thresholds. 
That share is projected to increase to roughly 25 per¬ 
cent by 2028. (Flowever, CBO and JCT expect people’s 
responses to the tax to reduce that share, as discussed 
below.) 

In 2022, the thresholds are projected to be $9,800 for 
individual coverage and $28,300 for family coverage. 


(Those thresholds will be slightly higher for retirees who 
are 55 to 64 years old and for workers in certain high- 
risk professions. Further adjustments will be made for 
age, sex, and other characteristics of an employer’s work¬ 
force.) After 2022, the thresholds will be indexed to the 
growth of the chained consumer price index for all urban 
consumers (chained CPI-U), which measures inflation in 
a way that accounts for individuals’ changing consump¬ 
tion as prices increase. Because health insurance premi¬ 
ums will probably continue to rise faster than inflation, 
the excise tax will most likely affect a growing number of 
people over time. As a result, revenues stemming from 
the tax are projected to rise from $8 billion in 2022 to 
$39 billion in 2028. 

Effects of Current Law. The tax exclusions currently in 
effect encourage the use of employment-based insur¬ 
ance, making it likelier that healthy people will buy 
health insurance (which lowers the average cost of 
insurance and helps to limit a phenomenon known as 
adverse selection). At the same time, the subsidy for 
health insurance provided by the exclusion is likely to 
increase total spending on health care. Another effect is 
that higher-income workers receive larger subsidies than 
lower-income workers do. 

Encouraging the Use of Employment-Based Insurance. By 
subsidizing employment-based health insurance, the 
tax exclusions encourage firms to offer it and workers 
to enroll in it. Such insurance would be attractive to 
employers and employees in any case because it pools 
risks within groups of workers and their families and 
reduces the administrative costs of marketing insurance 
policies and collecting premiums. But the tax exclusions 
give employment-based insurance additional appeal. 

In 2017, according to the Medical Expenditure Panel 
Survey, 85 percent of private-sector employees worked 
for an employer that offered health insurance coverage; 
77 percent of those employees were eligible for that 
coverage (the rest were ineligible for various reasons, 
such as working only part time); and 73 percent of the 
eligible workers chose to enroll in the plan offered by 
their employer. 

Reducing Adverse Selection. A major problem that can 
occur in insurance markets is adverse selection, in which 
less healthy people are likelier to buy health insurance 
(or to buy certain types of plans) than healthier people 
are. Adverse selection occurs because insurance provides 
more benefit to enrollees with above-average costs—and 
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is therefore more attractive to them—and less benefit to 
people with below-average costs. As premiums increase 
to cover the less healthy enrollees, the healthier ones may 
stop buying insurance, which results in another price 
increase—a spiral that may continue until the market 
is very small or nonexistent. Adverse selection also can 
reduce markets’ efficiency by making it harder for insur¬ 
ers to predict costs for a group of potential enrollees. 

Employment-based health insurance and the tax sub¬ 
sidies that encourage its use limit adverse selection in 
several ways. Employers generally select a workforce on 
the basis of criteria other than health care costs, so most 
workforces consist of a mix of healthier and less healthy 
people. Pooling risks across such a workforce reduces the 
variability of average health care spending for the group. 
Also, once employers offer health insurance, they tend 
to pay a large share of premiums in order to encourage 
employees to enroll—making the employees’ share small 
in relation to their expected health care costs, encourag¬ 
ing them to buy insurance, and reducing adverse selec¬ 
tion. The tax exclusions also limit adverse selection by 
reducing the after-subsidy price of insurance, encourag¬ 
ing even the healthy to enroll. 

Increasing Total Health Care Spending. For workers and 
their families who enroll in such coverage, the tax subsi¬ 
dies for employment-based health insurance encourage 
more spending on health care than would be the case 
without subsidies. That occurs because the subsidies 
encourage workers to favor health care over other goods 
and services that they could purchase and also because 
the tax exclusions encourage employers to compensate 
their workers with a combination of health insurance 
coverage and cash wages rather than entirely with cash 
wages (which the employees would be unlikely to spend 
on health care to the same extent). Furthermore, the tax 
exclusions are currently open-ended (and will be until 
the excise tax takes effect in 2022). That is, their value 
increases with an insurance plan’s premium, encouraging 
people to enroll in plans that cover a greater number of 
services, cover more expensive services, or require enroll¬ 
ees to pay a smaller share of costs. As a result, people use 
more health care—and health care spending is higher— 
than would otherwise be the case. 

That effect may have been lessened somewhat in recent 
years because employment-based insurance plans that 
require workers to pay a higher share of health costs 
have become more common. For example, 29 percent of 


people with employment-based coverage were enrolled in 
a high-deductible health plan in 2017, up from 8 percent 
in 2008. 

Subsidizing Workers With Different Income Differently. 
Another concern about the tax exclusions is that they 
subsidize workers with different amounts of income 
differently. The value of the exclusions is generally larger 
for workers with higher income, partly because those 
workers face higher income tax rates (although they may 
face lower rates of payroll taxation) and partly because 
they are more likely to work for an employer that offers 
coverage. Because larger subsidies go to higher-income 
workers, who are more likely to buy insurance even 
without the tax exclusions, and smaller subsidies go to 
lower-income workers, who are less likely to buy cover¬ 
age, the exclusions are an inefficient means of increasing 
the number of people who have health insurance, and 
they are regressive in the sense that they provide larger 
benefits to people with higher income. 

The forthcoming excise tax will somewhat reduce the 
regressive nature of the tax exclusions. The excise tax will 
be levied on insurers and on employers who offer their 
own insurance plans, but economic theory and empir¬ 
ical evidence suggest that the cost will be passed on to 
workers. CBO and JCT expect that, in many cases, the 
tax burden will shift when employers and workers decide 
to avoid paying the tax by switching to health plans 
with premiums below the thresholds. In those cases, the 
money that would otherwise have been used to pay for 
the more expensive premiums would generally increase 
either workers’ wages or employers’ profits, both of 
which are taxable. Because workers with higher income 
will pay higher marginal tax rates on those increased 
wages, the regressive nature of the tax exclusions will be 
reduced. When employers and workers do not shift to 
lower-cost health plans to avoid the excise tax, the costs 
of that tax will be spread equally among affected workers, 
JCT and CBO expect. Flowever, workers with higher 
income are more likely to be enrolled in high-cost plans 
and thus more likely to have their subsidies reduced 
by the excise tax. Nevertheless, most workers will have 
health benefits whose value is below the thresholds and 
therefore will be largely unaffected by the excise tax. 
Consequently, the existing tax subsidies and the new 
excise tax will continue to subsidize employment-based 
health insurance and to provide larger subsidies to 
higher-income people. 
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Key Design Choices That Would Affect Savings 

Lawmakers who wanted to design laws to reduce the tax 
subsidies for employment-based health insurance could 
take various approaches. In general, reducing the tax 
subsidies for employment-based health insurance would 
tend to lower the number of people with such insurance. 
It also would increase out-of-pocket payments by people 
enrolled in employment-based insurance, which would 
decrease spending on health care and increase the finan¬ 
cial burden on people with substantial health problems. 
The precise effect, however, would depend on the specific 
features of any policy change. 

Lawmakers could cancel the excise tax that is scheduled 
to take effect under current law and instead subject 
contributions for health insurance premiums, along 
with contributions to various health-related accounts, to 
income or payroll taxation. If lawmakers did that, they 
would have to decide whether to tax all of the contribu¬ 
tions or only some of them. For example, the exclusions 
could be retained, but with an upper limit that applied 
to all taxpayers, or the exclusions could be phased down 
for higher-income people. Such limits also could be 
allowed to vary according to other characteristics of 
employees—such as age, sex, or occupation—that are 
associated with average health care costs. (The forth¬ 
coming excise tax includes several adjustments of that 
sort. For instance, the threshold above which health care 
costs are taxed is higher for some groups of people whose 
average costs are high because they work in dangerous 
occupations.) 

Lawmakers also would need to decide whether to subject 
the contributions to income taxation, payroll taxation, or 
both. On average, enrollees in employment-based plans 
face slightly higher federal income tax rates than payroll 
tax rates. Specifically, CBO and JCT estimate that those 
workers’ average marginal income tax rate—that is, the 
rate that applies to the last dollar of their earnings— 
would be about 18 percent in 2022, whereas their aver¬ 
age marginal payroll tax rate (including both the employ¬ 
er’s and the employee’s shares of payroll taxes) would be 
about 14 percent. Therefore, subjecting contributions to 
income taxation would raise slightly more revenues than 
subjecting them to payroll taxation, all else being equal, 
and doing both would raise the most revenues. 

Even if the average income tax rate and the average 
payroll tax rate for enrollees in employment-based plans 
were the same, subjecting contributions to income 


taxation and payroll taxation would have very different 
effects on the tax liability of people in different income 
groups. Higher-income people are likely to have higher 
marginal income tax rates but lower marginal payroll 
tax rates than lower-income people. Among people with 
employment-based insurance, therefore, subjecting con¬ 
tributions to income taxation would raise the tax liability 
of higher-income people more than that of lower-income 
people. The opposite would be true if contributions were 
subject to payroll taxation. 

Subjecting contributions to taxation would increase 
the after-tax price of people’s employment-based health 
insurance and therefore reduce insurance coverage. 
However, CBO and JCT estimate that subjecting 
contributions to income taxation would yield smaller 
reductions in the number of people with health insur¬ 
ance than subjecting contributions to payroll taxation 
would (provided that the same upper limit applied in 
each case). As discussed above, for lower-income people, 
the average marginal tax rate is smaller for income taxes 
than for payroll taxes. Therefore, lower-income people 
would face smaller increases in the after-tax price of their 
employment-based health insurance if the contributions 
were subject to income taxation than if contributions 
were subject to payroll taxation. Consequently, low- 
income people would be less likely to forgo insurance 
if their contributions were subject to income taxation 
rather than payroll taxation. At the same time, because 
higher-income people, on average, face a higher marginal 
income tax rate than marginal payroll tax rate, more 
higher-income people would forgo insurance if their con¬ 
tributions were subject to income taxation than if they 
were subject to payroll taxation. However, that reduction 
in insurance coverage for higher-income people would 
be smaller than the reduction for lower-income peo¬ 
ple. (Higher-income people are less responsive to price 
changes in health insurance because they tend to have 
more assets to protect and higher demand for health care 
services.) 

Specific Alternatives and Estimates 

CBO and JCT analyzed three alternatives for reducing 
the tax subsidies for employment-based health insurance. 
Each alternative would take effect in 2022 and would 
replace the excise tax on high-cost plans with a limit 
on the tax exclusions. The first and second alternatives 
would limit the exclusions from income and payroll tax¬ 
ation; the third would limit the exclusion from income 
taxation but continue the unlimited exclusion from 



CHAPTER FOUR: REVENUE OPTIONS 


OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 2 35 


payroll taxation. Those policy changes would increase the 
tax liability and affect the behavior of people with high 
premiums for employment-based health plans, but the 
specific increases in taxes and changes in behavior would 
be different under each approach. 

Each alternative was estimated using CBO and JCT’s 
microsimulation models. Those models use a combi¬ 
nation of detailed survey and administrative data to 
construct a nationally representative sample of employers 
and individuals in order to estimate the national dis¬ 
tribution of health insurance coverage and taxes under 
current law and different policy scenarios. The advantage 
of using those models is that they simulate how employ¬ 
ers and individuals make decisions about what type of 
health insurance coverage to offer and purchase on the 
basis of their income, firm or family size, expected health 
care spending, and the relative price and generosity of 
each health insurance option available to them. The 
models are also interactive in that they allow the choices 
firms and individuals make to affect the choices of other 
firms and individuals within the model. That allows 
the models to estimate the initial effects of a policy 
change and the subsequent behavioral responses to those 
changes. For example, if the costs of employment-based 
health insurance increased because of a change in the tax 
treatment of employers’ premium contributions, micro¬ 
simulation models are particularly useful for capturing 
the alternative insurance options and subsidies available 
to workers and for estimating the changes in coverage 
that would result from that type of price increase. As 
a result of those features, microsimulation models can 
better approximate the full range of behavioral responses 
that different types of employers and individuals would 
make in response to policy changes, as compared with 
other types of static economic models. 

Replace the Excise Tax With a Limit on the Income 
and Payroll Tax Exclusions Set at the 50th Percentile 
of Premiums. The first alternative would eliminate the 
excise tax and instead impose a limit on the extent to 
which employers’ and employees’ contributions for 
health insurance premiums—and to FSAs, ElRAs, and 
HSAs—could be excluded from income and payroll 
taxation. Specifically, starting in 2022, contributions 
that exceeded $7,800 a year for individual coverage 
and $18,500 for family coverage would be included 
in employees’ taxable income—that is, they would be 
subject to both income and payroll taxes. Those lim¬ 
its, which are equal to the estimated 50th percentile of 


health insurance premiums paid by or through employ¬ 
ers in 2020, would be indexed for inflation by means of 
the chained CPI-U, a measure of inflation that attempts 
to account for the effects of substitution on changes in 
the cost of living. The same limits would apply to the 
deduction for health insurance available to self-employed 
people. Because the limits would be lower than the 
thresholds scheduled to take effect for the excise tax— 
for example, $9,800 for individual coverage in 2022— 
federal tax subsidies would be lower as well. 

This alternative would decrease cumulative federal 
deficits by $638 billion by 2028, CBO and JCT pro¬ 
ject. On a net basis, $51 billion in additional revenues 
would be collected in 2022, and that amount would 
grow to $132 billion by 2028. The increasing amount of 
revenues that would be collected under this alternative 
would be the result of indexing the exclusion thresholds 
to the chained CPI-U, which would increase the thresh¬ 
old amounts at a lower rate than the projected growth 
of health insurance premiums. Over time, that would 
increase the share of insurance contributions subject 
to taxation. Those revenues would be slightly offset 
by $32 billion of additional outlays—the majority of 
which would be attributable to more people enrolling in 
subsidized nongroup insurance. By reducing the appeal 
of employment-based health insurance, it also would 
cause about 3 million fewer people to have such coverage 
in 2028 than would have it under current law. Of those 
people, about 2 million would buy coverage directly 
through the nongroup market (that is, either in the 
health insurance marketplaces or from insurers outside 
of the marketplaces); fewer than 500,000 would enroll 
in Medicaid; and about 1 million would be uninsured. 
(Those numbers do not add up to the total because of 
rounding.) 

The reduction in the deficit would stem from several 
changes in revenues and outlays that partially offset one 
another. Income and payroll tax revenues would rise 
by $841 billion through 2028 because the number of 
people with employment-based coverage would decline 
and because many of those who retained such coverage 
would receive a smaller benefit from the tax exclusion. 
(For example, in 2028, the capped tax exclusions would 
reduce the combined federal income and payroll tax lia¬ 
bility of policyholders with employment-based coverage 
by an average of $4,450; that reduction would be $6,242 
under current law.) Because large employers are required 
by law to provide health insurance to their employees 
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or pay certain penalties, additional penalty payments 
by large employers that no longer offered health insur¬ 
ance coverage to their employees also would increase 
revenues, although only by a small amount. However, 
additional tax credits for coverage purchased through 
the marketplaces would reduce revenues, as would the 
repeal of the excise tax. In all, revenues through 2028 
would be $670 billion higher than under current law. 

The alternative also would boost federal outlays by 
$32 billion through 2028, primarily because of increased 
subsidies for insurance purchased through the market¬ 
places, increased spending on Medicaid, and Medicare 
“disproportionate share hospital” payments to inpatient 
facilities that serve a higher percentage of low-income 
patients. 

Replace the Excise Tax With a Limit on the Income 
and Payroll Tax Exclusions Set at the 75th Percentile of 
Premiums. Like the first alternative, the second alter¬ 
native would eliminate the excise tax and impose limits 
on the extent to which contributions could be excluded 
from income and payroll taxation. Under this alternative, 
however, the limits would be higher: $9,900 a year for 
individual coverage and $25,000 for family coverage. 
Those limits are equal to the estimated 75th percentile of 
health insurance premiums paid by or through employ¬ 
ers in 2020 and inflated by the chained CPI-U. 

The second alternative would decrease cumulative 
federal deficits by $256 billion by 2028, CBO and 
JCT estimate. Specifically, it would increase revenues 
by $270 billion and outlays by $15 billion. Under this 
alternative, the government would collect, on a net basis, 
$ 19 billion in additional revenues in 2022 and an addi¬ 
tional $57 billion in 2028 compared with current law. 
Fewer revenues would be collected under this alternative 
than under the first alternative because the tax exclusion 
threshold would be higher. The amount of additional 
annual revenues collected would grow substantially by 
2028 because the thresholds would grow at a lower rate 
than the projected growth of health insurance premiums, 
and those revenues would be offset by $ 15 billion in 
additional outlays. Also, like the first alternative, this one 
would reduce the appeal of employment-based health 
insurance, causing slightly more than 1 million fewer 
people to have such insurance in 2028 than would have 
it under current law. In that year, of those people affected 
by this alternative, slightly less than 1 million more peo¬ 
ple would buy coverage through the nongroup market, 
fewer than 500,000 people would enroll in Medicaid or 


the Children’s Health Insurance Program, and fewer than 
500,000 would be uninsured. 

Replace the Excise Tax With a Limit on Only the 
Income Tax Exclusion Set at the 50th Percentile of 
Premiums. The third alternative would eliminate the 
excise tax and impose a limit on the extent to which 
contributions could be excluded from income taxation; 
exclusions for payroll taxation would remain unlim¬ 
ited. Specifically, starting in 2022, contributions that 
employers or workers made for health insurance—and 
for medical expenses through FSAs, HRAs, and HSAs— 
that exceeded $7,800 a year for individual coverage 
and $18,500 for family coverage would be included in 
employees’ taxable income and subject to income taxes. 
Those are the same limits as the ones described in the 
first alternative, and once again, they would be indexed 
for inflation by means of the chained CPI-U. As noted 
above, limiting the tax exclusion for income taxes only 
would raise more revenues, and reduce insurance cov¬ 
erage less, than would limiting the exclusion for payroll 
taxes only (as long as the same limit applied in each 
case). 

The third alternative would decrease cumulative fed¬ 
eral deficits by $438 billion by 2028, CBO and JCT 
estimate: Revenues would be $452 billion higher, and 
outlays would be $14 billion higher. The amount of 
revenues collected would be lower than under the first 
alternative because health insurance contributions would 
still be exempt from payroll taxation. Outlays would 
offset revenues to a lesser degree than under the first and 
second alternatives because fewer people who gave up 
employment-based insurance would enroll in subsidized 
health insurance. This alternative would cause about 
1.5 million fewer people to have employment-based 
insurance in 2028 than would have it under current 
law. Of those people, about 1 million would buy cover¬ 
age through the nongroup market, fewer than 500,000 
would enroll in Medicaid, and about 500,000 more 
would be uninsured. 

Sources of Uncertainty 

These estimates rely on the complex interaction of many 
variables and are therefore inherently uncertain. The sta¬ 
bility of nongroup insurance markets under current law 
is one source of uncertainty. If the nongroup market was 
less stable than projected in CBO’s baseline, nongroup 
coverage would be more expensive and less attrac¬ 
tive as an alternative to employment-based coverage. 
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Consequently, CBO and JCT would expect more 
employers to offer such coverage (and more employees 
to take up such offers). This would increase, all else 
being equal, the amount of revenues collected under 
each alternative because more people would be enrolled 
in employment-based insurance. If nongroup insurance 
markets remained stable, or if they became more com¬ 
petitive over time, fewer people would enroll in employ¬ 
ment-based coverage, which would reduce the amount of 
revenues that would be collected under these alternatives. 

These estimates are also sensitive to changes in the price 
of employment-based health insurance. For example, if 
premiums for such coverage grew faster than in CBO 
and JCT’s baseline projections, all else being equal, fewer 
people would enroll in such coverage, but an increased 
number of plans and employers would have premiums 
above the excise tax’s threshold under current law. Under 
the alternatives discussed here, higher growth in premi¬ 
ums would increase the revenues collected by the federal 
government because a higher share of workers would 
have premiums that exceeded the alternatives’ thresholds 
for tax exclusions. However, because a smaller number 
of workers would have employment-based coverage both 
under current law and under the option if premiums for 
employment-based coverage grew at faster rates than in 
CBO and JCT’s baseline projections, the net effect of the 
option on federal revenues could be higher or lower than 
the estimates presented here. 

Another source of uncertainty is employers’ willingness 
to continue offering health insurance coverage. In recent 
years, offers of employment-based health insurance 
have generally remained stable, on average. Employers’ 
decisions to offer coverage are affected by a variety of 
factors, including the availability of alternative sources of 
coverage, changes in the after-tax price of such coverage, 
and competition in the labor market. Firms may become 
more willing to drop offers of employment-based cov¬ 
erage as each of those factors changes over time. If that 
were the case, the change in coverage resulting from this 
option and the associated reduction in the deficit would 
both be larger. 

Changes in the larger economy, such as a recession that 
resulted in increased unemployment, could also affect 
these estimates. In such a scenario, fewer people would 
be enrolled in employment-based health coverage, which 
would reduce the amount of revenues that would be 


collected under each alternative. By contrast, faster than 
expected economic growth could increase the number 
of people with employment-based coverage, thereby 
increasing the amount of taxes that would be collected 
under these alternatives. 

Other Considerations 

Reducing tax subsidies for employment-based health 
insurance would affect many aspects of health care in the 
United States, including the growth of health care costs, 
the health of the population, the decisions that employ¬ 
ers and workers make about health insurance coverage, 
and the number of people without health insurance. 

Effects on Health Care Costs. Replacing the excise tax 
with a limit on the tax exclusions that is lower than the 
excise tax thresholds would make health care spending 
lower than it would be under current law. The current 
tax subsidies for employment-based insurance give health 
insurance plans an incentive to cover more services, to 
cover more expensive services, and to require enrollees to 
pay a smaller share of the costs than would be the case 
otherwise. The excise tax will effectively scale back those 
tax subsidies. The alternatives examined here would 
increase taxes for a larger share of employment-based 
plans than the excise tax would—giving employers and 
their workers less incentive to buy expensive health 
insurance, reducing upward pressure on the price and use 
of health care, and encouraging more cost-effective use 
of care. 

Effects on People’s Health. By reducing the incentive 
to buy expensive coverage and increasing the incentive 
to buy insurance plans that require people to pay more 
out of pocket, all three of the alternatives analyzed here 
would reduce the amount of care received and worsen 
some people’s health. That conclusion is supported by an 
experiment conducted by the RAND Corporation from 
1974 to 1982 in which nonelderly participants were ran¬ 
domly assigned to health insurance plans (Newhouse and 
the Insurance Experiment Group 1993). The experiment 
showed that plans requiring more out-of-pocket pay¬ 
ments reduced the use of both effective and less-effective 
care, as defined by a team of physicians. Differences in 
out-of-pocket requirements had no effect on most par¬ 
ticipants’ health, but among the poorest and sickest par¬ 
ticipants, those who faced no requirements of that kind 
were healthier by some measures than those who did. 
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Effects on Employers’ and Workers’ Decisions About 
Elealth Care Coverage. By increasing the tax liability of 
people enrolled in high-cost employment-based plans 
more than the excise tax would, the alternatives consid¬ 
ered here would probably increase the financial burden 
on some people with substantial health problems. In 
particular, some employers and workers would avoid the 
increased tax liability by shifting to plans with lower pre¬ 
miums and more limited benefits, which would increase 
costs the most for people who used the most services. 

In general, workers with higher income face higher 
income tax rates and are more likely to enroll in plans 
with high premiums. Therefore, limiting the exclusion 
from income taxation, as the third alternative would do, 
would reduce that benefit more for people with higher 
income. The first and second alternatives, which would 
limit the exclusion not only for income taxation but also 
for payroll taxation, would still increase tax liabilities 
more for higher-income people, on average, because they 
tend to enroll in plans with higher premiums. 

Under all three alternatives, employees of firms that had 
a less healthy workforce or that operated in an area with 
above-average health care costs would be more likely to 
see their tax liability increase. In higher-cost areas, those 
increases in people’s tax liability might exert pressure on 
health care providers and insurers to reduce prices or 
decrease unnecessary care. 


Although these alternatives would reduce total spending 
on health care, they would increase after-tax premiums 
for some people enrolled in employment-based insur¬ 
ance, particularly those whose premiums were above the 
limits imposed by each alternative and who therefore 
would be paying taxes on that portion of their premiums 
for the first time. In addition, because all three alter¬ 
natives would impose a limit on the exclusion that was 
lower than the excise tax thresholds that are scheduled to 
go into effect under current law, employers would have a 
heightened incentive to keep premiums low, which could 
cause them to refrain from hiring older workers (who 
tend to spend more on health care and to raise aver¬ 
age premiums) or to reduce the compensation of older 
workers. That effect would be particularly likely among 
employers with fewer employees over whom to spread 
risks. 

Effects on the Number of Uninsured People. The tax 

increases in these alternatives would lead fewer employers 
to offer health insurance. Although most people whose 
employers stopped offering health insurance would 
instead buy coverage in the nongroup market, either in 
the health insurance marketplaces or elsewhere, CBO 
and JCT anticipate that some workers would forgo 
coverage. 


RELATED CBO PUBLICATIONS: Federal Subsidiesfor Health Insurance Coveragefor People Under Age 65:2018 to 2028 (May 2018), 
www.cbo.gov/publication/53826; The Distribution of Major Tax Expenditures in the Individual Income Tax System (May 2013), 
www.cbo.gov/publication/43768 

WORK CITED: Joseph P. Newhouse and the Insurance Experiment Group, Freefor All?: Lessons From the RAND Health Insurance 
Experiment (RAND Corporation, 1993) 
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Revenues—Option 13 

Further Limit Annual Contributions to Retirement Plans 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

5.4 

8.0 

8.5 

8.8 

9.3 

9.9 

11.0 

13.0 

14.2 

15.1 

40.0 103.3 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

To the extent that the option would affect Social Security payroll taxes, a portion of the revenues would be off-budget. In addition, the option would 
increase outlays for Social Security by a small amount. The estimates do not include those effects on outlays. 


Background 

Current law allows taxpayers to make contributions to 
certain types of tax-preferred retirement plans, up to a 
maximum annual amount that varies depending on the 
type of plan and the age of the taxpayer. The most com¬ 
mon such plans are defined contribution plans (any plan 
that does not guarantee a particular benefit amount upon 
retirement) and individual retirement accounts (IRAs). 
Defined contribution plans are sponsored by employers. 
Some—most commonly, 401 (k) plans—accept con¬ 
tributions by employees; others are funded entirely by 
the employer. IRAs are established and funded by the 
participants themselves. 

Most of the tax savings associated with retirement plans 
arise because the investment income that accrues in the 
account is either explicitly or effectively exempt from 
taxation. That is clearest in the case of Roth retirement 
plans—both IRAs and 401(k)s. Contributions to such 
plans cannot be excluded from taxable income; instead, 
the participant benefits by not paying tax on the invest¬ 
ment income, either as it accrues or when it is with¬ 
drawn. More traditional types of tax-preferred retirement 
plans allow participants to exclude contributions from 
their taxable income and defer the payment of taxes 
until they withdraw funds. If the taxpayer is subject to 
the same tax rate that applied when contributions were 
made, the value of the deduction is offset by the tax on 
withdrawals. The actual tax benefit is equivalent to that 
provided by Roth plans—effectively exempting invest¬ 
ment income from taxation. (In the traditional structure, 
however, the tax benefit can be higher or lower than 
under a Roth plan, depending on the difference between 
the participant’s tax bracket at the time contributions are 
made and when withdrawals are made.) 


The value of the tax exemption for investment earnings 
increases with the participant’s income tax rate. Thus, an 
employee in the 12 percent tax bracket saves 12 cents on 
each dollar of investment income accrued in his or her 
retirement plan; however, an employee in the 35 per¬ 
cent tax bracket avoids taxes equal to 35 cents per dollar 
of investment income. (For some forms of investment 
income, such as capital gains, lower tax rates apply in 
each tax bracket, and the savings are smaller.) 

People under the age of 50 may contribute up to 
$18,500 to 401(k) and similar employment-based 
plans in 2018; participants ages 50 and above are also 
allowed to make “catch-up” contributions of up to 
$6,000, enabling them to make as much as $24,500 in 
total contributions in 2018. In general, the limits on a 
person’s contributions apply to all defined contribution 
plans combined. However, contributions to 457(b) 
plans, which are available primarily to employees of state 
and local governments, are subject to a separate limit. As 
a result, employees enrolled in both 401(k) and 457(b) 
plans can contribute the maximum amount to both 
plans; in 2018, some people’s tax-preferred contributions 
can thus total as much as $49,000. Employers may also 
contribute to their workers’ defined contribution plans, 
up to a maximum of $55,000 per person in 2018, less 
any contributions made by the employee. 

In 2018, combined contributions to Roth and tradi¬ 
tional IRAs are limited to $5,500 for taxpayers under 
the age of 50 and $6,500 for those ages 50 and above. 
The tax deduction for contributions to a traditional 
IRA is phased out above certain income thresholds if 
either the taxpayer or the taxpayer’s spouse is covered 
by an employment-based plan (but nondeductible 
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contributions—which still enable a taxpayer to defer 
taxes on investment gains until they are withdrawn—are 
allowable at any income level). Allowable contributions 
to Roth IRAs are phased out above certain income levels, 
and no contributions are permitted at incomes above 
$199,000 for married taxpayers who file joint returns, 
$10,000 for married taxpayers who file separate returns, 
or $135,000 for unmarried taxpayers. However, partic¬ 
ipants can circumvent those limits by making a non¬ 
deductible contribution to a traditional IRA and then 
converting the traditional IRA to a Roth IRA before any 
investment income can accrue. (The first use of such a 
conversion creates a tax liability on amounts already in 
the traditional IRA, but once those preexisting amounts 
are taxed, conversions of subsequent nondeductible 
contributions are tax-free.) Annual contribution limits 
for all types of plans are adjusted, or indexed, to include 
the effects of inflation, but only in $500 increments 
(increments of $ 1,000 in the case of the overall limit on 
contributions to defined contribution plans). 

The Internal Revenue Service reported that 52 million 
individuals contributed to 401 (k)-type plans in calen¬ 
dar year 2014, 8 percent of whom made the maximum 
allowable contribution. More recent information is avail¬ 
able for IRAs: In 2015, almost 11 million individuals 
contributed to IRAs—40 percent of those to traditional 
IRAs and 60 percent to Roth IRAs. Of those contribut¬ 
ing to traditional IRAs, 47 percent made the maximum 
allowable contribution, according to the Congressional 
Budget Office’s estimates. Of those contributing to Roth 
IRAs, 34 percent contributed the maximum amount. 
Contributions to retirement plans generally increase with 
personal income, but the contribution limits increase 
only with inflation. Thus, the share of participants 
making the maximum allowable contribution tends to 
increase over time. 

Option 

Under this option, a participant’s maximum allowable 
contributions would be reduced to $16,500 per year for 
401(k)-type plans and $5,000 per year for IRAs, regard¬ 
less of the person’s age. The option would also require 
that all contributions to employment-based plans— 
including 457(b) plans—be subject to a single combined 
limit. Total allowable employer and employee contribu¬ 
tions to a defined contribution plan would be reduced 
from $55,000 per year to $50,000. Finally, conversions 
of traditional IRAs to Roth IRAs would not be permitted 


for taxpayers whose income is above the top threshold 
for making Roth contributions. 

Effects on the Budget 

The lower limits on contribution amounts would 
increase revenues by $109 billion from 2019 through 
2028, the staff of the Joint Committee on Taxation 
estimates. The constraints on Roth conversions would 
reduce revenues by $6 billion over that period, for a 
total increase of $103 billion. Higher estimates in the 
last three years reflect the expiration of lower individual 
income tax rates at the end of 2025. 

The reduction in revenues associated with constraining 
Roth conversions largely reflects the loss of tax payments 
that would otherwise be due at the time existing balances 
in traditional IRAs were converted. But the longer-term 
effects on revenues of that aspect of the option would 
probably be different. The loss of Roth benefits for those 
above the threshold would result in the taxation of more 
investment income—whether because the investment 
income arising from nondeductible contributions would 
be taxed upon withdrawal from a traditional IRA, or 
because some individuals would shift their contributions 
to taxable accounts. Existing balances can be converted 
only once; thus, the revenues associated with conver¬ 
sions are expected to diminish over time until all par¬ 
ticipants who wish to convert their balances have done 
so. Similarly, the revenue loss from disallowing some 
conversions would also diminish over time. Eventually, 
the revenues gained by taxing more investment income 
would probably outweigh those lost from disallowing 
conversions. 

The option would also affect federal outlays, but by 
much smaller sums. Reducing the amount that employ¬ 
ers are allowed to contribute would lead to an increase 
in taxable wages—the base from which Social Security 
benefits are calculated—and thus would increase spend¬ 
ing for Social Security by a small amount. (The estimates 
shown here do not account for those additional outlays.) 
The changes in contributions by employees would not 
affect the wage base for Social Security. 

The estimate for this option is uncertain because it 
relies on projections and estimates that are uncertain. 
Specifically, it relies on projections of retirement plan 
contributions, which are based on CBO’s economic 
projections of the economy over the next decade under 
current law, and on estimates of how taxpayers would 
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change their saving behavior in response to the change in 
contribution limits. 

Other Effects 

One argument in favor of this option centers on fairness. 
The option would reduce the disparity in tax benefits 
that exists between higher- and lower-income taxpay¬ 
ers, in two ways. First, taxpayers directly affected by the 
option would make fewer contributions and accrue less 
tax-preferred investment income, so the greater benefit 
of the exemption to those in higher tax brackets would 
be reduced. Second, the option would affect more 
higher-income taxpayers than lower-income taxpayers. 
Although the limits on 401(k) contributions affected 
only 8 percent of participants in calendar year 2014, 

53 percent of those participants had income in excess 
of $200,000 that year. The option also would level the 
playing field between those who currently benefit from 
higher contribution limits (people ages 50 and over and 
employees of state and local governments) and those 
subject to lower limits. 

Also, the option’s constraints on Roth conversions would 
reduce the complexity and improve the transparency 
of the tax system, making it easier for participants and 
nonparticipants alike to understand the tax ramifications 
of Roth accounts. Furthermore, the financial institu¬ 
tions managing the accounts would incur, and pass on 
to participants, fewer administrative costs. (Even greater 
transparency could be realized by eliminating the income 
thresholds and allowing everybody to contribute directly 
to a Roth IRA, but that would reduce revenues over the 
long term.) 

The main argument against this option is that it would 
reduce the retirement saving of some lower- and mod¬ 
erate-income people. Eliminating the extra allowance 
for catch-up contributions in particular would adversely 
affect those ages 50 and over who might have failed to 
save enough for a comfortable retirement while raising 
their families. The amount that they could contribute 
to tax-preferred retirement accounts would be cut at 
precisely the time when reduced family obligations and 
impending retirement make them more likely to respond 
to tax incentives to save more. 


In addition, further limiting total contributions to a 
defined contribution plan would create an incentive for 
some small businesses to terminate their plans (or not 
establish new ones) if the tax benefits to the owners of 
providing such plans were outweighed by the cost of 
administering them. To the extent that such plans were 
terminated, employees would then have to rely on IRAs, 
which would lead some to save less because of the lower 
contribution limits. 

The net effect of the option on total private saving is 
uncertain. The majority of participants in tax-preferred 
plans contribute less than the maximum amount allowed 
under the option; the option would not affect their 
incentives to save. Among the remaining participants, 
however, the option’s effects on such incentives would 
vary. CBO estimates that, overall, the option would 
reduce incentives to save among a small group of partic¬ 
ipants—those who contribute less than the current limit 
but more than the maximum amount allowed under the 
option. For taxpayers in that situation, each additional 
dollar saved above the option’s limit (up to the current 
limit) would yield a smaller after-tax return than they 
would receive under current law. Flowever, only 10 
percent of participants in traditional IRAs (and a smaller 
percentage of participants in other types of plans) fell 
into that category in 2014. At the opposite end of the 
saving spectrum are people who currently contribute the 
maximum allowable amounts to tax-preferred retirement 
plans and contribute additional amounts to taxable 
accounts. The option would not reduce their after-tax 
return on each additional dollar saved because it would 
be in excess of the limit in either case. Flowever, because 
the option would make their total after-tax retirement 
income lower than they currently anticipate, some of 
those people might choose to put more money in taxable 
accounts to make up for that loss, thereby increasing 
their saving. Low- and moderate-income people are more 
likely to fall into the group that would reduce their sav¬ 
ing, whereas high-income people are more likely to fall 
into the group that would increase their saving, and it is 
not certain which effect would dominate. 


RELATED OPTION: Revenues, “Tax Social Security and Railroad Retirement Benefits in the Same Way That Distributions From 
Defined Benefit Pensions Are Taxed” (page 242) 

RELATED CBO PUBLICATION: Use of Tax Incentivesfor Retirement Saving in 2006 (October 2011), www.cbo.gov/publication/42731 
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Revenues—Option 14 

Tax Social Security and Railroad Retirement Benefits in the Same Way That Distributions From 
Defined Benefit Pensions Are Taxed 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

16.4 

33.6 

35.4 

37.2 

39.0 

40.8 

42.8 

49.5 

56.6 

59.2 

161.6 410.5 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

Background 

Under current law, approximately 70 percent of the ben¬ 
efits paid by the Social Security and Railroad Retirement 
programs are not subject to the federal income tax. For 
recipients with income below a specified threshold, none 
of those benefits are taxable. Most recipients fall into 
that category, which represents the first of three income- 
based tiers. If the sum of a recipient’s adjusted gross 
income, tax-exempt interest, and half of either Social 
Security benefits or Social Security-equivalent Tier I 
Railroad Retirement benefits exceeds $25,000 for single 
taxpayers or $32,000 for couples who file jointly, up to 
50 percent of the benefits are taxable. Above a higher 
threshold—$34,000 for single filers and $44,000 for 
joint filers—as much as 85 percent of the benefits are 
taxable. (Adjusted gross income includes income from all 
sources not specifically excluded by the tax code, minus 
certain deductions.) 

By contrast, distributions from defined benefit plans are 
taxable except for the portion that represents the recov¬ 
ery of an employee’s “basis”—that is, his or her after-tax 
contributions to the plan. In the year that distributions 
begin, the recipient determines the percentage of each 
year’s payment that is considered to be the nontaxable 
recovery of previous after-tax contributions; that deter¬ 
mination is based on the cumulative amount of those 
contributions and projections of his or her life expec¬ 
tancy. Once the recipient has recovered his or her entire 
basis, all subsequent pension distributions are fully taxed. 
Aside from their treatment under the tax system, defined 
benefit plans are quite similar to the Social Security and 
Railroad Retirement programs. 

In 2016, the Social Security Administration paid 
$911 billion in Old-Age, Survivors, and Disability 


Insurance benefits, and the Railroad Retirement Board 
paid $7 billion in Tier I Social Security-equivalent 
benefits. Altogether, the taxable amount of those benefits 
was $286 billion, as reported by the Internal Revenue 
Service, and taxes on that amount generated $56 bil¬ 
lion in revenues. Benefit payments are projected to rise 
through 2028 as the population ages and members of 
the baby-boom generation retire, causing the number 
of beneficiaries to grow faster than the population. The 
amount of benefit payments that is taxable will grow 
faster than overall payments because the thresholds for 
determining the taxable portion are not adjusted for 
inflation. 

Option 

This option would treat Social Security and Railroad 
Retirement benefits in the same way that defined benefit 
pensions are treated—by defining a basis and taxing 
those benefits that exceed that amount. For employed 
individuals, the basis would be the payroll taxes they 
contributed to those programs (but not the equal 
amount that their employers paid on their behalf). For 
self-employed people, the basis would be the portion 
(50 percent) of their self-employment taxes that was not 
deductible from their taxable income. 

Effects on the Budget 

Under this option, revenues would increase by $411 bil¬ 
lion from 2019 through 2028, the staff of the Joint 
Committee on Taxation estimates. That increase would 
be entirely due to higher taxes on the recipients of Social 
Security and Railroad Retirement benefits. Increases in 
revenues would be greater after temporary provisions of 
the 2017 tax act that lower ordinary rates and increase 
the standard deduction expire at the end of 2025. 






CHAPTER FOUR: REVENUE OPTIONS 


OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 243 


The estimate reflects differences in the effects of the 
option among recipients of Social Security and Railroad 
Retirement benefits. The option would increase taxable 
income for many recipients both before and after they 
had fully recovered their past contributions to the system 
because the taxable portion of their benefits would 
increase. Some recipients would still not pay taxes on 
those benefits because they would have sufficient deduc¬ 
tions and could make other adjustments, such that their 
overall taxable income would remain low enough for 
them to owe no federal income taxes. 

The estimate for this option is uncertain because the 
underlying projection of Social Security and Railroad 
Retirement benefits is uncertain, as is the projection of 
payroll contributions that will determine both the bene¬ 
fit amount and the basis for future retirees. The estimate 
also relies on estimates of how taxpayers would shift their 
participation in the labor force in response to changes in 
their after-tax income from benefits. 

Other Effects 

An argument in favor of this option concerns equity. 
Taxing benefits from the Social Security and Railroad 
Retirement programs in the same way as those from 
defined benefit plans would make the tax system more 
equitable, in at least two ways. First, it would eliminate 
the preferential tax treatment that applies to Social 
Security benefits but not to pension benefits. For low- 
and middle-income taxpayers especially, that preference 


can cause elderly people with similar income to face 
very different tax liabilities depending on the mixture 
of retirement benefits they receive. Second, the option 
would treat elderly and nonelderly taxpayers with com¬ 
parable income the same way. 

Another benefit of the option is that it could simplify the 
preparation of tax returns for people who pay taxes on 
Social Security benefits under current law. Taxpayers cur¬ 
rently have to calculate the taxable portion of those bene¬ 
fits themselves. Under the option, the Social Security 
Administration—which would have information on 
their lifetime contributions and life expectancy—would 
compute the taxable amount of benefits and provide that 
information to beneficiaries each year. 

This option also has drawbacks. It would have the 
greatest impact on people who depend entirely on 
Social Security or Railroad Retirement benefits for their 
support. In addition, raising taxes on Social Security 
and Railroad Retirement benefits would provide current 
retirees or people nearing retirement little or no oppor¬ 
tunity to adjust their saving or retirement strategies to 
mitigate the impact. The option could be phased in, but 
that would result in smaller revenue gains. Finally, the 
option would increase the number of elderly people who 
have to file tax returns, and calculating the percentage of 
each recipient’s benefits that would be excluded from tax¬ 
ation would impose an additional burden on the Social 
Security Administration. 


RELATED OPTION: Revenues, “Further Limit Annual Contributions to Retirement Plans” (page 239) 

RELATED CBO PUBLICATION: Social Security Policy Options, 2015 (December 2015), www.cbo.gov/publication/51011 
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Eliminate Certain Tax Preferences for Education Expenses 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

3.8 

19.3 

19.4 

19.6 

19.8 

20.1 

20.4 

21.0 

21.8 

22.2 

81.9 187.6 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

The estimates include the effects on outlays resulting from changes in refundable tax credits. 


Background 

Federal support for higher education takes many forms, 
including grants, subsidized loans, and tax preferences. 
Those tax preferences include several types of tax-advan¬ 
taged accounts that allow families to save for postsecond¬ 
ary education, as well as education-related credits and a 
deduction. The major credits and the deduction in effect 
in 2018 are the following: 

■ The American Opportunity Tax Credit (AOTC) 
covers qualifying educational expenses for up to 
four years of postsecondary education. In 2018, the 
AOTC can total as much as $2,500 (100 percent 
of the first $2,000 in qualifying expenses and then 
25 percent of the next $2,000). Up to 40 percent 
of the credit (or $1,000) is refundable—that is, 
families whose income tax liability (before the credit 
is applied) is less than the total amount of the credit 
may receive a portion of the credit as a payment. The 
amount of the AOTC gradually declines with income 
for higher-income tax filers. In 2018, the AOTC is 
reduced for married couples who file jointly and have 
modified adjusted gross income (MAGI) between 
$160,000 and $180,000 and for single filers with 
MAGI between $80,000 and $90,000. (Adjusted 
gross income comprises income from all sources not 
specifically excluded by the tax code, minus certain 
deductions. To determine eligibility for education- 
related tax credits, it is modified by adding certain 
foreign income and foreign housing allowances that 
are excluded from taxable income.) Neither the credit 
amount nor the income thresholds are adjusted, or 
indexed, to include the effects of inflation. 

■ The nonrefundable Lifetime Learning tax credit 
provides up to $2,000 for qualifying tuition and 
fees. (The credit equals 20 percent of each dollar of 
qualifying expenses up to a maximum of $10,000.) 


Only one Lifetime Learning credit may be claimed 
per tax return per year, but the expenses of more 
than one family member (a taxpayer, spouse, or 
dependent) may be included in the calculation. The 
Lifetime Learning credit can be used beyond the 
first four years of postsecondary education and by 
students taking less than half of a full-time course 
load. Taxpayers may not claim the Lifetime Learning 
credit and the AOTC for the same student in the 
same year. In 2018, the Lifetime Learning tax credit 
gradually declines with MAGI for joint filers whose 
MAGI is between $114,000 and $134,000 and for 
single filers whose MAGI is between $57,000 and 
$67,000. The income thresholds for those ranges are 
indexed. 

■ Tax filers may deduct from their taxable income up 
to $2,500 per year for interest payments on student 
loans. That deduction is available regardless of 
whether a tax filer itemizes deductions. In 2018, the 
interest deduction for student loans gradually declines 
with MAGI for joint filers with MAGI between 
$135,000 and $165,000 and for single filers with 
MAGI between $65,000 and $80,000. Although the 
maximum deduction is not indexed to include the 
effects of inflation, the income thresholds for those 
ranges are indexed. 

Over 10 million taxpayers claimed a total of $18 billion 
in AOTC and Lifetime Learning tax credits on their 
2016 tax returns. About 12 million taxpayers deducted a 
combined $13 billion of student loan interest. The pro¬ 
jected effects of the tax preferences depend on taxpayers’ 
incomes and expenditures on higher education. 

Option 

This option would eliminate the AOTC and the Lifetime 
Learning tax credit beginning in 2019. The option 
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would also gradually eliminate the deductibility of 
interest expenses for student loans. Because students have 
borrowed money with the expectation that a portion of 
the interest would be deductible over the life of the loan, 
the interest deduction for student loans would be phased 
out in annual increments of $250 over a 10-year period. 

Effects on the Budget 

If implemented, the option would raise revenues by 
$188 billion from 2019 through 2028, the staff of the 
Joint Committee on Taxation estimates. Its effect on rev¬ 
enues would be greater after 2026 than in earlier years, 
following a scheduled increase in individual income tax 
rates and a reduction in the amounts of the standard 
deduction. Under current law, because the Lifetime 
Learning tax credit is not refundable and the AOTC is 
only partially so, the value of those credits will increase 
in 2026 for taxpayers who previously had no tax liability 
against which to apply the credits. In addition, the value 
of the deduction for student loan interest will increase 
because deductions are more valuable to taxpayers facing 
higher tax rates. 

The estimate for this option is uncertain because the 
underlying projection of individual income tax revenues 
is uncertain. That projection relies on the Congressional 
Budget Office’s projections of the economy and the dis¬ 
tribution of income over the next decade under current 
law. Those projections are inherently uncertain, but they 
are particularly uncertain because they reflect recently 
enacted changes to the tax system by the 2017 tax act. 

In addition, the estimate relies on the number of stu¬ 
dents pursuing higher education and the costs of those 
programs in the future, which might differ from CBO’s 
estimates in unexpected ways. 

Other Effects 

An argument in favor of the option is that current 
education-related tax benefits are not targeted to those 
who need assistance the most. Many low-income fam¬ 
ilies do not have sufficient income tax liability to claim 


all—or in some cases, any—of those benefits. However, 
the cost of higher education may impose a greater bur¬ 
den on those families as a proportion of their income. 
Further, some research indicates that lower-income indi¬ 
viduals and families may be more sensitive to the cost 
of higher education than those with higher income and 
thus more likely to enroll in higher education programs 
if tuition and fees are subsidized. 

A second argument in favor of the option is that provid¬ 
ing education benefits through the income tax system 
results in benefits that are poorly timed and adds com¬ 
plexity to the process. Families must pay tuition and fees 
before they can claim the education benefits on their tax 
returns. By contrast, federal spending programs such as 
the Federal Pell Grant Program are designed to provide 
assistance when the money is needed—at the time of 
enrollment. Further, providing education assistance 
through various credits and deductions, each with 
slightly different eligibility rules and benefit amounts, 
might make it difficult for families to determine which 
tax preferences would be the most advantageous for their 
particular economic circumstances. 

A drawback of this option is that it would reduce some 
households’ assistance for educational expenses unless 
federal outlays for education assistance were increased. 
The option would increase the financial burden on 
families with postsecondary students—particularly 
middle-income families who do not qualify for current 
federal spending programs. Students might respond by 
attending lower-cost schools, adjusting the amount they 
borrow through student loans, or reducing the amount 
of schooling they pursue. Another drawback is that 
despite the current system’s complexity—which creates 
overlapping tax benefits—some families might find it 
easier to claim benefits on their tax returns (on which 
they already provide information about their family 
structure and income) than to fill out additional forms 
for assistance through other federal programs. 


RELATED OPTIONS: Mandatory Spending, “Eliminate or Reduce the Add-On to Pell Grants, Which Is Funded With Mandatory Spending” 
(page 26), “Reduce or Eliminate Subsidized Loans for Undergraduate Students” (page 31); Discretionary Spending, “Tighten Eligibility 
for Pell Grants” (page 179) 

RELATED CBO PUBLICATIONS: Distribution of Federal Support for Students Pursuing Higher Education in 2016 (June 2018), 
www.cbo.gov/publ ication/5 373 2 ; Federal A idfor Postsecondary Students (June 2018), www.cbo.gov/publication/53736; Options to 
Change Interest Rates and Other Terms on Student Loans (June 2013), www.cbo.gov/publication/44318; Refundable Tax Credits 
(January 2013), www.cbo.gov/publication/43767; Costs and Policy Optionsfor Federal Student Loan Programs (March 2010), 
www.cbo.gov/publication/21018; Private and Public Contributions to Financing College Education 0anuary 2004), www.cbo.gov/ 
publication/15178 
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Revenues—Option 16 

Lower the Investment Income Limit for the Earned Income Tax Credit and Extend That Limit to the 
Refundable Portion of the Child Tax Credit 


Billions of Dollars 

2019 2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

1.0 

0.9 

1.0 

1.0 

1.0 

0.9 

1.0 

0.7 

0.7 

3.9 8.2 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

The estimates represent the change in the overall budget balance that would result from the sum of changes to revenues and outlays. 
* = between zero and $50 million. 


Background 

Low- and moderate-income people are eligible for certain 
refundable tax credits under the individual income tax if 
they meet specified criteria. Refundable tax credits differ 
from other tax preferences, such as deductions, in that 
their value may exceed the amount of income taxes that 
the person owes. Refundable tax credits thus can result 
in net payments from the government to a taxpayer: If 
the amount of a refundable tax credit exceeds a taxpayer’s 
tax liability before that credit is applied, the government 
pays the excess to that person. Two refundable tax credits 
are available only to workers: the earned income tax 
credit (EITC) and the refundable portion of the child tax 
credit (referred to in the tax code as the additional child 
tax credit). In 2016, the number of taxpayers claiming 
the EITC and the refundable portion of the child tax 
credit were 27 million and 19 million, respectively. 

To qualify for the EITC and the refundable portion of 
the child tax credit, people must meet several income 
requirements. First, they must have income from wages, 
salaries, or self-employment. Second, their adjusted 
gross income cannot exceed certain thresholds, which 
vary according to family characteristics. (Adjusted 
gross income is income from all sources not specifically 
excluded by the tax code, minus certain deductions. 

For purposes of determining eligibility for the child 
tax credit, adjusted gross income is modified by adding 
certain types of income excluded from taxable income.) 
For the EITC, the income thresholds for 2018 range 
from $15,270 for an unmarried worker who does not 
have a qualifying child to $54,884 for a married couple 
that files jointly and has three or more children. For the 
child tax credit, the income thresholds for taxpayers with 


one child in 2018 are $240,000 for an unmarried person 
and $440,000 for joint filers; the thresholds increase 
with the number of children in the family. (After 2025, 
those thresholds will revert to their amounts under pre- 
2018 law. For example, among those with one child, 
the thresholds will be $95,000 for unmarried workers 
and $130,000 for joint filers.) Finally, eligibility for the 
EITC is restricted to filers with investment income that 
is $3,500 or less in 2018. (Investment income comprises 
interest including tax-exempt interest, dividends, capital 
gains, royalties and rents from personal property, and 
returns from passive activities—that is, business pursuits 
in which the person is not actively involved.) For the 
EITC, the limitations on adjusted gross income and 
investment income are adjusted, or indexed, to include 
the effects of inflation. The income cutoff for the child 
tax credit, however, is not indexed. 

According to the Internal Revenue Service (IRS), among 
taxpayers whose positive adjusted gross income was less 
than $50,000 and who also reported investment income 
in 2016, the most prevalent form was taxable inter¬ 
est: About 16 percent of those taxpayers reported, on 
average, about $110 in taxable interest income. (Some of 
those taxpayers probably had other forms of investment 
income, too.) That total, however, included the interest 
income of taxpayers over the age of 65. That age group 
contains the largest number of adult taxpayers reporting 
any interest income but also the smallest number claim¬ 
ing the two credits. 

Option 

This option would lower the EITC threshold for 
investment income to $1,750. As under current law, 
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that threshold would be indexed to include the effects 
of inflation. Moreover, the option would extend that 
requirement to the refundable portion of the child tax 
credit. 

Effects on the Budget 

If implemented, the option would raise $8 billion from 
2019 through 2028, according to estimates by the 
staff of the Joint Committee on Taxation. The annual 
revenues raised by the option would begin to decline 
after certain provisions of the 2017 tax act expire at 
the end of 2025; however, those effects would not be 
fully observed until 2027, when taxpayers file their 
2026 tax returns and claim the credits. The expiration 
of a temporary expansion of the refundable portion of 
the child tax credit will cause the maximum amount of 
the additional credit to fall from $1,400 to $1,000, and 
the expiration of other provisions will cause statutory tax 
rates to increase and the amount of the standard deduc¬ 
tion to decline. As a result, there will be greater income 
tax liability for the nonrefundable portion of the child 
tax credit to offset, which will reduce the value of the 
refundable portion of the credit. 

The budgetary effect of further reducing the threshold 
on investment income to less than $1,750 would depend 
on a number of factors, including the distribution of 
investment income among those receiving credits and 
the average size of the credits received by the affected 
population under current law. As the threshold declined, 
for example, both the number of EITC claimants 
affected by the limitation and the average reduction in 
the credit received by the affected population would 
increase rapidly, in the Congressional Budget Office’s 
assessment. One consideration is how people would 
respond to changes in the investment-income threshold. 
Some people would respond to those adjustments by 
shifting their investments to assets (such as cars) that do 
not immediately generate income or by changing the 
timing of the return from their investments (for example, 
by retaining stocks for longer periods in order to avoid 


realizing capital gains in years that those realizations 
would affect their eligibility). 

A key source of uncertainty in the estimate is that it 
depends on CBO’s projections of various factors that 
determine the return on an investment. For example, in 
CBO's projections, personal interest income grows at 
an average annual rate of 8 percent from 2019 through 
2023 and 4 percent for the remainder of the projection 
period. If interest rates were higher than CBO’s current 
projections, then more taxpayers would be affected by 
the option. 

Other Effects 

The main argument for the option is that it would better 
target the credits to people without substantial means by 
denying them to people who have low earnings but have 
other resources to draw upon. Asset tests—requirements 
that recipients do not have savings in bank accounts, 
stocks, or other types of investments whose value is 
above a specified threshold—serve a similar role in some 
spending programs that provide benefits to lower-income 
populations. However, such tests would be difficult for 
the IRS to administer because the agency does not collect 
information on the amount of assets held by individuals. 
By contrast, the IRS does have extensive information on 
taxpayers’ income from bank accounts and most other 
types of investments, and much of that information 
is accurate because it is reported independently to the 
agency by financial institutions as well as by taxpayers on 
their returns. 

An argument against the option is that it would reduce 
people’s incentive to save, especially if their income from 
investments was near the threshold amount and they 
could become (or remain) eligible for the credits under 
the option by making small reductions in their assets. 

The option would probably have little effect on people 
with very low income because they have little means to 
save and invest. 


RELATED OPTION: Revenues, “Require Earned Income Tax Credit and Child Tax Credit Claimants to Have a Social Security Number That Is 
Valid for Employment” (page 248) 

RELATED CBO PUBLICATIONS: Effective Marginal Tax Ratesfor Low-and Moderate-Income Workers in 2016 (November 2015), 
www.cbo.gov/publication/50923; The Distribution of Major Tax Expenditures in the Individual Income Tax System (May 2013), 
www.cbo.gov/publication/43768; Growth in Means-Tested Programs and Tax Creditsfor Low-Income Households (February 2013), 
www.cbo.gov/publication/43934; Refundable Tax Credits (January 2013), www.cbo.gov/publication/43767 



248 OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 


DECEMBER 2018 


Revenues—Option 17 

Require Earned Income Tax Credit and Child Tax Credit Claimants to Have a Social Security Number That Is 
Valid for Employment 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

0.1 

2.6 

2.5 

2.5 

2.4 

2.3 

2.3 

2.5 

3.1 

3.2 

10.1 23.6 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

The estimates represent the change in the overall budget balance that would result from the sum of changes to revenues and outlays. 


Background 

The earned income tax credit (EITC) and the child tax 
credit provide assistance to low- and moderate-income 
taxpayers. Both credits are refundable: If the amount of 
the credit is greater than the amount of income taxes 
owed by the taxpayer before the credit is applied, the 
government pays the excess to that person. (Whereas the 
EITC is fully refundable, the amount of the refundable 
portion of the child tax credit is capped.) The nonre- 
fundable and refundable portions of the two tax credits 
totaled $119 billion in 2016. Eligibility for the EITC 
and the refundable portion of the child tax credit is 
limited to people with income from wages, salaries, or 
self-employment. 

Eligibility requirements for the two credits differ for 
noncitizens, however—especially the rules governing the 
provision of Social Security numbers. All EITC claim¬ 
ants and their qualifying children must have a Social 
Security number. For purposes of determining eligibility 
for the EITC, a noncitizen’s Social Security number is 
considered invalid if it was issued by the Social Security 
Administration (SSA) solely to allow that individual 
to obtain benefits from a program entirely or partly 
financed by the federal government. That rule applies to 
both spouses, if claimants are married, and to claimants’ 
qualifying children. As a result of that rule, many people 
who are not authorized to work in the United States (or 
whose children lack that authorization) are ineligible for 
the EITC. 

Elowever, some people can receive the EITC even though 
neither they nor their children possess a Social Security 
number that indicates they are authorized to work in 
the United States. Those individuals were issued Social 


Security numbers before 2003 because they needed them 
to obtain drivers’ licenses or to open bank accounts. 

SSA no longer issues Social Security numbers for such 
purposes, but the agency did not rescind the numbers 
obtained before the ban. Because those Social Security 
numbers were provided to people who were not applying 
for federal benefits, the numbers are considered to be 
valid for purposes of receiving the EITC. 

By contrast, noncitizens can claim the child tax credit as 
long as they have either Social Security numbers (includ¬ 
ing those issued to individuals for the sole purpose of 
receiving government benefits) or individual taxpayer 
identification numbers, which are issued by the Internal 
Revenue Service (IRS) to anyone who is required to file 
a tax return but cannot obtain a Social Security number. 
Their qualifying children, however, must have a Social 
Security number, and that number is considered valid 
only if it was issued by SSA solely to people authorized 
to work in the United States. After 2025, the require¬ 
ments for identification numbers for qualifying children 
will revert to those in effect before 2018: The qualifying 
child must have a Social Security number (although 
there are no restrictions on the reason for its issuance) or 
an individual taxpayer identification number. 

The IRS has statutory authority to deny claims for the 
EITC and, to some extent, the child tax credit if those 
claims do not include valid Social Security numbers. 
Under certain circumstances, the IRS can rely on simpler 
and less costly methods than audits to correct taxpayers’ 
errors. In particular, the IRS is authorized to use “math¬ 
ematical and clerical error” (or simply “math error”) 
procedures to automatically deny the EITC when tax 
returns do not include valid Social Security numbers for 
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the taxpayers and their children. Those procedures can 
also be used to deny the child tax credit if the child’s 
Social Security number is invalid. Using math-error pro¬ 
cedures prevents the credits from being paid to taxpayers 
and does not require the IRS to take further action, 
although taxpayers retain the right to dispute the IRS’s 
decision. 

The Congressional Budget Office projects the annual 
increases in the number of immigrants unauthorized to 
work in the United States to be relatively modest over 
the next decade. That projection reflects the effects of 
expected economic growth as well as the expected con¬ 
tinuation of trends in immigration in recent years. 

Option 

Under this option, people who are not authorized to 
work in the United States would not be eligible for 
either the EITC or the child tax credit. For both cred¬ 
its, taxpayers, spouses, and qualifying children would 
be required to have Social Security numbers issued to 
U.S. citizens and noncitizens authorized to work in the 
United States. The IRS would be authorized to deny the 
credits using math-error procedures when taxpayers and 
their children do not have those types of Social Security 
numbers. 

Effects on the Budget 

If enacted, the option would raise $24 billion from 
2019 through 2028, the staff of the Joint Committee 
on Taxation estimates. The expiration of certain indi¬ 
vidual income tax provisions at the end of 2025 affects 
the pattern of the estimates. Through 2026, revenues 
are projected to be roughly stable. Beginning in 2027, 
though, they would rise somewhat. That increase would 
occur because of the expiration of the provision requiring 
child tax credit claimants’ qualifying children who are 
not citizens to have Social Security numbers that were 
issued only to those authorized to work. To some extent, 
that effect would be offset by the expiration of the tem¬ 
porary expansion of the child tax credit. (Neither effect 
would be observed until 2027, when taxpayers would file 
their 2026 tax return and claim the credits.) 

The largest sources of uncertainty surrounding the 
estimate are CBO’s projections of the flows of unautho¬ 
rized immigrants to the United States. Another source 
of uncertainty concerns the number of unauthorized 
workers claiming the credits. If, for example, fewer 


unauthorized immigrants than projected claimed the 
credits, the option would raise less revenue. 

Other Effects 

The main advantage of this option is that it would elim¬ 
inate some of the disparity that currently exists in the 
credits’ eligibility rules, making them less confusing and 
easier to administer. Under the option, the requirements 
related to the possession of a valid Social Security num¬ 
ber would be the same for both credits: Only taxpayers 
(and their children) who are authorized to work in the 
United States—U.S. citizens, lawful permanent resi¬ 
dents, or people in the United States on temporary work 
visas—would be eligible for the EITC and the child tax 
credit. The IRS would be able to verify those require¬ 
ments using data it already receives from SSA and imme¬ 
diately matches to tax returns, allowing the agency to 
prevent payment of the credits to ineligible noncitizens. 

A disadvantage of the option is the additional burden it 
would impose on some individuals. Many noncitizens 
initially obtained Social Security numbers to receive 
federal benefits at a time when they were not autho¬ 
rized to work in the United States. If they subsequently 
became permanent residents or U.S. citizens, they may 
not have notified SSA of the change in their status. 
Under this option, those individuals would have to take 
the additional step of updating their work-authorization 
status with SSA to receive the EITC or the child tax 
credit. Those actions would also increase SSA’s workload. 
Many immigrants, however, already have an incentive 
to inform SSA of changes in their immigration status 
because doing so allows their employers to confirm that 
they are authorized to work in the United States through 
E-Verify (a system administered by the Department of 
Homeland Security). 

The option could be modified in several ways that would 
either limit or extend its application. As specified, the 
option would prevent some noncitizens with permanent 
work authorization from receiving the EITC and the 
child tax credit because other members of their family 
are not lawful permanent residents or do not have visas 
allowing them to work in the United States. For exam¬ 
ple, the IRS would deny the credits even if one parent 
was a lawful permanent resident if his or her spouse 
was not authorized to work in the United States. An 
alternative approach would be to allow the credits to be 
paid if only one spouse provides a valid Social Security 
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number, but that approach would raise less revenue than 
the option would. Another effect of the option is that it 
would allow noncitizens who were issued Social Security 
numbers when they had temporary work visas to con¬ 
tinue receiving the credits when those visas expired. 

The option could be modified to limit eligibility for the 
credits to U.S. citizens and lawful permanent residents, 


which would generate a greater increase in revenues. 
However, that restriction would be difficult to administer 
because Social Security records, which the IRS currently 
relies upon to verify the identity of taxpayers and which 
could also be used to determine work status, do not dis¬ 
tinguish between noncitizens with temporary work visas 
and lawful permanent residents. 


RELATED OPTION: Revenues, “Lower the Investment Income Limit for the Earned Income Tax Credit and Extend That Limit to the 
Refundable Portion of the Child Tax Credit” (page 246) 

RELATED CBO PUBLICATIONS: The 2018Long-Term Budget Outlook Quite 2018), www.cbo.gov/publication/53919; How Changes 
in Immigration Policy Might Affect the Federal Budget Qanuary 2015), www.cbo.gov/publication/49868; Growth in Means-Tested 
Programs and Tax Credits for Low-Income Households (February 2013), www.cbo.gov/pubhcation/43934; Refundable Tax Credits 
Qanuary 2013), www.cbo.gov/publication/43767 
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Revenues—Option 18 

Increase the Payroll Tax Rate for Medicare Hospital Insurance 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Revenues 













Increase rate by 1 percentage point 

51.4 

80.8 

84.2 

87.4 

90.8 

94.2 

97.8 

100.4 

103.6 

107.6 

394.6 

898.3 

Increase rate by 2 percentage points 

102.3 

160.7 

167.5 

173.9 

180.5 

187.4 

194.5 

199.6 

206.0 

214.1 

784.9 

1,786.5 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

The primary source of financing for Hospital Insurance 
(HI) benefits provided under Medicare Part A is the HI 
payroll tax. The basic HI tax is 2.9 percent of earnings. 
For employees, 1.45 percent is deducted from their 
paychecks and 1.45 percent is paid by their employers. 
Self-employed individuals generally pay 2.9 percent of 
their net self-employment income in HI taxes. Unlike 
the payroll tax for Social Security, which applies to earn¬ 
ings up to an annual maximum ($128,400 in 2018), the 
2.9 percent HI tax is levied on total earnings. 

Workers with higher earnings are also subject to a surtax 
on all earnings above a certain threshold: $200,000 for 
unmarried taxpayers and $250,000 for married couples 
who file jointly. At those thresholds, the portion of the 
HI tax that employees pay increases by 0.9 percentage 
points, to a total of 2.35 percent. The surtax does not 
apply to the portion of the HI tax paid by employers, 
which remains 1.45 percent of earnings, regardless of 
how much the worker earns. 

Over the past 10 years, outlays for the HI program have 
grown at a much faster pace than revenues derived from 
the payroll tax. Since 2008, expenditures for HI have 
generally exceeded the program’s total income—includ¬ 
ing interest credited to the Hospital Insurance Trust 
Fund—so the trust fund’s balances have declined. The 
Congressional Budget Office projects that if current law 
remained in place, the balances would generally continue 
to fall until the HI trust fund was exhausted in 2026. 

In 2017, HI receipts from payroll taxes totaled about 
$256 billion. In CBO's projections, HI receipts rise 
through 2028 at a rate slightly faster than gross domestic 


product (GDP), chiefly because wages and salaries are 
projected to rise as a share of GDP over the next decade. 

Option 

This option consists of two alternatives. The first alter¬ 
native would increase the basic HI tax on total earnings 
by 1.0 percentage point. The second alternative would 
increase the basic HI tax on total earnings by 2.0 per¬ 
centage points. Those rate increases would be evenly split 
between employers and employees. For example, for the 
1.0 percentage-point increase, the basic rate for both 
employers and employees would increase by 0.5 per¬ 
centage points, to 1.95 percent, resulting in a combined 
rate of 3.9 percent. The rate paid by self-employed 
people would also rise to 3.9 percent. For taxpayers with 
earnings above $200,000 ($250,000 for married couples 
who file jointly), the HI tax on earnings that exceeded 
the surtax threshold would increase from 3.8 percent 
to 4.8 percent. Employees would pay 2.85 percent, and 
employers would pay the remaining 1.95 percent. 

Effects on the Budget 

If implemented, the first alternative would increase rev¬ 
enues by $898 billion from 2019 through 2028, accord¬ 
ing to estimates by the staff of the Joint Committee on 
Taxation (JCT). JCT estimates that the second alter¬ 
native would increase revenues by $1,787 billion over 
the same period, roughly double the increase of the first 
alternative. Those estimates incorporate the assumption 
that total compensation would remain unchanged but 
allow for behavioral responses to the higher tax. (Total 
compensation comprises taxable wages and benefits, 
nontaxable benefits, and employers’ contributions to 
payroll taxes.) 
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If total compensation remained unchanged, then 
increases in employers’ contributions to payroll taxes 
would have to reduce other forms of compensation. The 
decrease in taxable wages and benefits would reduce the 
income base for individual income and payroll taxes, 
partially offsetting the increase in employers’ payroll 
taxes. The estimates for the option reflect that income 
and payroll tax offset. 

In addition, the higher payroll tax would create an incen¬ 
tive for employers and employees to change the compo¬ 
sition of compensation, shifting from taxable compensa¬ 
tion to forms of nontaxable compensation. The estimates 
account for that behavioral response. 

The estimates for this option are uncertain primarily 
because underlying projections of income subject to HI 
taxes are uncertain. The estimates rely on CBO’s projec¬ 
tions of the economy over the next decade, particularly 
projections of wages, income distribution, and employ¬ 
ment. Those projections are inherently uncertain. 

Other Effects 

The main argument in favor of the option is that receipts 
from the HI payroll tax are currently not sufficient to 
cover the costs of the program, and increasing that tax 
would shrink the gap between the program’s costs and 
the revenues that finance it. Each alternative would 
extend the exhaustion date for the HI trust fund beyond 
the 10-year projection period. (However, given the 
uncertainty in projections of Medicare spending, CBO 


does not make projections of the HI trust fund beyond 
the 10-year window and therefore cannot estimate its 
exhaustion date.) Another argument in support of the 
option is that an increase in the tax rate would be sim¬ 
pler to administer than most other types of tax increases 
because it would require relatively minor changes to the 
current tax system. 

A drawback of the option is that it would encourage 
people to reduce the hours they work. When statutory 
tax rates increase, people have an incentive to work fewer 
hours because other uses of their time become relatively 
more attractive. (Increases in statutory tax rates can also 
cause people to work more hours, because having less 
after-tax income requires additional work to maintain 
the same standard of living. On balance, however, CBO 
estimates that the former effect would be greater than the 
latter effect.) 

Another disadvantage of the option is that it would 
increase the tax burden of lower-income workers relative 
to that of workers with higher income. That is because 
a larger share of the income of lower-income families is, 
on average, from earnings, which are subject to the HI 
tax. As a result, an increase in the HI tax would represent 
a greater proportion of the income of lower-income tax¬ 
payers than would be the case for higher-income taxpay¬ 
ers. Moreover, because the option would not make any 
changes to the Medicare program, the increase in the tax 
burden would not be offset by greater Medicare benefits 
when people reached the age of 65. 


RELATED OPTION: Revenues, “Increase the Payroll Tax Rate for Social Security” (page 253) 
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Revenues—Option 19 

Increase the Payroll Tax Rate for Social Security 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

Increase rate by 1 percentage 
point 

44.7 

63.8 

66.4 

69.1 

71.8 

74.7 

77.6 

74.8 

82.2 

85.3 

315.8 

715.5 

Increase rate by 2 percentage 
points 

88.8 

126.8 

132.0 

137.4 

142.8 

148.4 

154.2 

158.6 

163.4 

169.6 

627.8 

1,422.1 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

The change in revenues would consist of an increase in receipts from Social Security payroll taxes (which would be off-budget), offset in part by a 
reduction in individual income tax revenues (which would be on-budget). 


Background 

Social Security—which consists of Old-Age and 
Survivors Insurance and Disability Insurance—is 
financed primarily by payroll taxes on employers, 
employees, and the self-employed. Only earnings up to a 
maximum, which is $128,400 in calendar year 2018, are 
subject to the tax. The maximum usually increases each 
year at the same rate as average wages in the economy. 
The Social Security tax rate is 12.4 percent of earnings. 
Employees have 6.2 percent of earnings deducted from 
their paychecks, and the remaining 6.2 percent is paid by 
their employers. Self-employed individuals generally pay 
12.4 percent of their net self-employment income. 

In 2017, Social Security receipts from payroll taxes 
totaled $850.6 billion. Of that amount, $806.4 bil¬ 
lion was from payroll taxes assessed on employers and 
employees and $44.2 billion was from payroll taxes 
assessed on self-employed individuals. The Congressional 
Budget Office projects that receipts from Social Security 
payroll taxes will fall slightly as a share of gross domestic 
product (GDP) between 2017 and 2019, in part because 
the share of earnings above the maximum taxable 
amount is projected to increase. After that share stabilizes 
in 2019, receipts from Social Security payroll taxes are 
projected to rise as a share of GDP. A major reason for 
that growth is that wages and salaries are projected to rise 
as a share of GDP over the next decade. 


Option 

This option consists of two alternative increases to the 
Social Security payroll tax rate. The first alternative 
would increase the rate by 1 percentage point. The sec¬ 
ond alternative would increase it by 2 percentage points. 
Those rate increases would be evenly split between 
employers and employees. For example, for the 
1 percentage-point increase, the rate for both employers 
and employees would increase by 0.5 percentage points, 
to 6.7 percent, resulting in a combined rate of 13.4 per¬ 
cent. The rate paid by self-employed people would also 
rise to 13.4 percent. 

Effects on the Budget 

If implemented, the first alternative would increase rev¬ 
enues by $716 billion from 2019 through 2028, accord¬ 
ing to estimates by the staff of the Joint Committee on 
Taxation (JCT). JCT estimates that the second alter¬ 
native would increase revenues by $ 1,422 billion over 
the same period. The estimates presented here incorpo¬ 
rate the assumption that total compensation remains 
unchanged but allow for behavioral responses to the 
higher tax. (Total compensation comprises taxable wages 
and benefits, nontaxable benefits, and employers’ contri¬ 
butions to payroll taxes.) 

If total compensation remains unchanged, then increases 
in employers’ contributions to payroll taxes must reduce 
other forms of compensation. The decrease in taxable 
wages and benefits would reduce the income base for 
individual income and payroll taxes, partially offsetting 
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the increase in employers’ payroll taxes. The estimates for 
the option reflect that income and payroll tax offset. 

The higher payroll tax would create an incentive for 
employers and employees to change the composition 
of compensation, shifting from taxable compensation 
to forms of nontaxable compensation. The estimates 
account for that behavioral response. 

The estimates for this option are uncertain primarily 
because of the underlying projections of income subject 
to Social Security payroll taxes. The estimates rely on 
CBO’s projections of the economy over the next decade, 
particularly projections of wages, the income distribu¬ 
tion, and employment. Those projections are inherently 
uncertain. 

Other Effects 

An advantage of this option is that it would provide 
more revenues to the Social Security program, which, 
according to CBO’s projections, eventually would not 
have sufficient income to finance the benefits that are 
due to beneficiaries under current law. If current law 
remained in place, Social Security tax revenues, which 
already are less than spending for the program, would 
grow more slowly than spending for Social Security. 

CBO projects that the combined Old-Age and Survivors 
Insurance and Disability Insurance trust funds would 
be exhausted in calendar year 2031. Each alternative 
would extend the insolvency date for the trust funds: The 
1 percentage-point increase would delay their exhaus¬ 
tion by about four years, to calendar year 2035, and the 


2 percentage-point increase would delay their exhaustion 
by about nine years, to calendar year 2040. 

Another argument in support of the option is that an 
increase in the tax rate would be simpler to administer 
than most other types of tax increases because it would 
require relatively minor changes to the current tax 
system. 

A drawback of the option is that it would encourage 
people to reduce the hours they work. When statutory 
tax rates increase, people have an incentive to work fewer 
hours because other uses of their time become relatively 
more attractive. (Increases in statutory tax rates can also 
cause people to work more hours, because having less 
after-tax income requires additional work to maintain 
the same standard of living. On balance, however, CBO 
estimates that the former effect would be greater than the 
latter effect.) 

Another disadvantage of the option is that it would 
increase the tax burden of lower-income workers relative 
to that of workers with higher income. That is because a 
larger share of the income of lower-income households 
is, on average, from earnings that are below the taxable 
maximum and thus subject to the Social Security payroll 
tax. As a result, an increase in the Social Security payroll 
tax would represent a greater proportion of income for 
lower-income taxpayers than for higher-income tax¬ 
payers. Moreover, because the option would not make 
any changes to Social Security benefits, the increase in 
the tax burden would not be offset by greater Social 
Security benefits. 


RELATED OPTIONS: Revenues, “Increase the Payroll Tax Rate for Medicare Hospital Insurance” (page 251), “Increase the Maximum 
Taxable Earnings for the Social Security Payroll Tax” (page 255), “Expand Social Security Coverage to Include Newly Hired State and Local 
Government Employees” (page 258) 

RELATED CBO PUBLICATIONS: CBO’s 2018Long-Term Projections for Social Security: Additional Information (September 2018), 
www.cbo.gov/publication/54428; The 2018Long-Term Budget Outlook (June 2018), www.cbo.gov/publication/53919; Social Security 
Policy Options, 2015 (December 2015), www.cbo.gov/publication/51011 
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Revenues—Option 20 

Increase the Maximum Taxable Earnings for the Social Security Payroll Tax 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 






Raise Taxable Share to 90 Percent 





Change in Outlays 

0.1 

0.3 

0.6 

1.0 

1.4 

1.9 

2.5 

3.2 

4.0 

4.9 

3.4 

19.8 

Change in Revenues 

23.9 

77.0 

81.0 

83.4 

84.9 

86.8 

89.0 

90.9 

92.6 

95.2 

350.2 

804.9 

Decrease (-) in the Deficit 

-23.8 

-76.7 

-80.4 

-82.4 

-83.5 

-84.9 

-86.5 

-87.7 

-88.6 

-90.3 

-346.8 

-785.1 




Subject Earnings Greater Than $250,000 to Payroll Tax 



Change in Revenues 

32.7 

104.2 

111.6 

117.6 

123.9 

131.0 

138.7 

146.0 

153.5 

163.4 

490.0 

1,222.6 


Sources: Staff of the Joint Committee on Taxation; Congressional Budget Office. 

This option would take effect in January 2019. 

The change in revenues would consist of an increase in receipts from Social Security payroll taxes (which would be off-budget), offset in part by a 
reduction in individual income tax revenues (which would be on-budget). The outlays would be for additional payments of Social Security benefits and 
would be classified as off-budget. 


Background 

Social Security—which consists of Old-Age and 
Survivors Insurance and Disability Insurance—is 
financed primarily by payroll taxes on employers, 
employees, and the self-employed. Only earnings up to 
a maximum, which is $128,400 in calendar year 2018, 
are subject to the tax. The Social Security tax rate is 
12.4 percent of earnings. Employees have 6.2 percent of 
earnings deducted from their paychecks, and the remain¬ 
ing 6.2 percent is paid by their employers. Self-employed 
individuals generally pay 12.4 percent of their net 
self-employment income. 

When payroll taxes for Social Security were first col¬ 
lected in 1937, about 92 percent of earnings from jobs 
covered by the program were below the maximum 
taxable amount. During most of the program’s history, 
the maximum was increased only periodically, so the 
percentage varied greatly. It fell to a low of 71 percent in 
1965 and by 1977 had risen to 85 percent. Amendments 
to the Social Security Act in 1977 boosted the amount 
of covered taxable earnings, which reached 90 percent in 
1983. Those amendments also specified that the taxable 
maximum be adjusted, or indexed, annually to match 
the growth in average wages. Despite those changes, 
the percentage of earnings that is taxable has slipped in 
the past decade because earnings for the highest-paid 
workers have grown faster than average earnings. Thus, 


in 2016, about 83 percent of earnings from employment 
covered by Social Security fell below the maximum 
taxable amount. 

In 2017, receipts from Social Security payroll taxes 
totaled $850.6 billion. Of that amount, $806.4 bil¬ 
lion was from payroll taxes assessed on employers and 
employees, and $44.2 billion was from payroll taxes that 
self-employed individuals paid on their earnings. In the 
Congressional Budget Office's projections, receipts from 
Social Security payroll taxes fall slightly as a share of 
gross domestic product (GDP) between 2017 and 2019, 
in part because the share of earnings above the maximum 
taxable amount is projected to increase. After that share 
stabilizes in 2019, receipts from Social Security payroll 
taxes are projected to rise as a share of GDP. A major 
reason for that increase is that wages and salaries are pro¬ 
jected to rise as a share of GDP over the next decade. 

Option 

This option considers two alternative approaches that 
would increase the share of earnings subject to payroll 
taxes. 

The first alternative would increase the taxable share of 
earnings from jobs covered by Social Security to 90 per¬ 
cent in calendar year 2019. (In later years, the maximum 
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would grow at the same rate as average wages, as it would 
under current law.) 

The second alternative would apply the 12.4 percent 
payroll tax to earnings over $250,000 in addition to 
earnings below the maximum taxable amount under cur¬ 
rent law. The taxable maximum would continue to grow 
with average wages, but the $250,000 threshold would 
not change, so the gap between the two would shrink. 
CBO projects that the taxable maximum would exceed 
$250,000 in calendar year 2037; after that, all earnings 
from jobs covered by Social Security would be subject to 
the payroll tax. The current-law taxable maximum would 
still be used for calculating benefits, so scheduled benefits 
would not change under this alternative. 

Effects on the Budget 

Implementing the first alternative, which would raise the 
maximum taxable amount to $285,000 in calendar year 
2019, would increase revenues by an estimated $805 bil¬ 
lion from 2019 through 2028, according to the staff of 
the Joint Committee on Taxation (JCT). Because Social 
Security benefits are tied to the amount of earnings on 
which taxes are paid, however, some of that increase 
in revenues would be offset by additional benefits paid 
to people with earnings above the maximum taxable 
amount under current law. On net, this alternative 
would reduce federal budget deficits by an estimated 
$785 billion over the 10-year period. If the maximum 
taxable amount was adjusted by a different amount, the 
change in revenues would not necessarily be proportional 
because earnings are not evenly distributed. 

Implementing the second alternative would raise 
$1,223 billion from 2019 through 2028, according 
to JCT. The estimates presented here incorporate the 
assumption that total compensation would remain 
unchanged but allow for behavioral responses to the 
higher tax. (Total compensation comprises taxable wages 
and benefits, nontaxable benefits, and employers’ contri¬ 
butions to payroll taxes.) 

If total compensation remained unchanged, then 
increases in employers’ contributions to payroll taxes 
would have to reduce other forms of compensation. The 
decrease in taxable wages and benefits would reduce the 
income base for individual income and payroll taxes, 
partially offsetting the increase in employers’ payroll 
taxes. The estimates for the option reflect that income 
and payroll tax offset. 


In addition, the higher payroll tax would create an incen¬ 
tive for employers and employees to change the compo¬ 
sition of compensation, shifting from taxable compensa¬ 
tion to forms of nontaxable compensation. The estimates 
account for that behavioral response. 

The estimates for this option are uncertain primarily 
because of uncertainty surrounding CBO’s underlying 
projections of income subject to Social Security payroll 
taxes. Those projections rely on CBO’s projections of the 
economy over the next decade—particularly projections 
of wages, the income distribution, and employment— 
which are inherently uncertain. 

Other Effects 

An advantage of either alternative is that it would 
increase revenues for the Social Security program, which, 
according to CBO’s projections, will not have sufficient 
income to finance the benefits that are due to beneficia¬ 
ries under current law. If current law remained in place, 
Social Security tax revenues, which already are less than 
spending for the program, would grow more slowly 
than spending for Social Security. In CBO’s long-term 
projections of the economy and budget under current 
law, the combined Old-Age and Survivors Insurance 
and Disability Insurance trust funds are projected to be 
exhausted in calendar year 2031. The first alternative, 
which would increase the taxable share of earnings from 
jobs covered by Social Security to 90 percent, would 
delay the exhaustion of the combined trust funds by 
5 years, to calendar year 2036. The second alternative, 
which would apply the 12.4 percent payroll tax to earn¬ 
ings over $250,000, would delay the exhaustion of the 
combined trust funds by 13 years, to calendar year 2044. 

In addition, either alternative would make the payroll tax 
less regressive—that is, each would increase the tax bur¬ 
den on people with higher income. People with earnings 
above the maximum now pay a smaller percentage of 
their total earnings in payroll taxes than do people whose 
total earnings are below the maximum. Making more 
earnings taxable would increase payroll taxes for those 
high earners. (That change would also increase benefit 
payments for affected workers under the first alterna¬ 
tive, but the tax increase would be much larger than the 
increase in benefits.) The second alternative would be 
more progressive than the first because it would affect 
only those with earnings above $250,000. (After 2037, 
when the current-law taxable maximum would exceed 
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that threshold, it would affect those with earnings above 
the taxable maximum.) 

A disadvantage of both alternatives is that raising the 
earnings cap would weaken the link between the taxes 
that workers pay into the system and the benefits they 
receive. That link has been an important aspect of Social 
Security since its inception. Under the first alternative, 
the increase in benefits would be modest relative to the 
increase in taxes, and under the second alternative, work¬ 
ers with higher earnings would pay additional taxes that 
would not increase their benefits. 

Another drawback is that some people—those with 
earnings between the existing taxable limits and the 
higher thresholds under the first alternative, and those 
with earnings above the $250,000 threshold under the 


second alternative—would earn less after taxes for each 
additional hour worked. For those people, the decline 
in after-tax earnings would have two opposing effects. 

On the one hand, the lower earnings for each additional 
hour worked would make other uses of time relatively 
more attractive, so people would tend to work fewer 
hours. On the other hand, people also would tend to 
work more hours because having less after-tax income 
requires additional work to maintain the same standard 
of living. On balance, CBO estimates that the first effect 
would be greater than the second effect, and thus people 
in those earnings ranges would work less. However, 
people with earnings well above the limit established by 
the first alternative would not see any reduction in the 
return on their additional work, but they would have less 
income after taxes, which would encourage them to work 
more. 


RELATED OPTiONS: Revenues, “Increase the Payroll Tax Rate for Social Security” (page 253), “Expand Social Security Coverage to Include 
Newly Hired State and Local Government Employees” (page 258) 

RELATED CBO PUBLICATIONS: CBO’s 2018 Long-Term Projections for Social Security: Additional Information (September 2018), 
www.cbo.gov/publication/54428; The 2018Long-Term Budget Outlook (June 2018), www.cbo.gov/publication/53919; Social Security 
Policy Options, 2015 (December 2015), www.cbo.gov/publication/51011 
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Revenues—Option 21 

Expand Social Security Coverage to Include Newly Hired State and Local Government Employees 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

0.7 

2.2 

3.8 

5.4 

6.9 

8.5 

10.3 

12.1 

14.0 

16.0 

19.0 80.0 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

The change in revenues would consist of an increase in receipts from Social Security payroll taxes (which would be off-budget), offset in part by a 
reduction in individual tax revenues (which would be on-budget). In addition, the option would increase outlays for Social Security by a small amount. 
The estimates do not include those effects on outlays. 


Background 

Nearly all private-sector workers and federal employees 
are covered by Social Security, but a quarter of workers 
employed by state and local governments are not. Under 
federal law, state and local governments can opt out of 
enrolling their employees in the Social Security program 
as long as they provide a separate retirement plan for 
those workers. (State and local governments may also 
have their employees participate in both Social Security 
and a separate retirement plan.) By contrast, all federal 
employees hired after December 31, 1983, are covered 
by Social Security and pay the associated payroll taxes. 
Furthermore, all state and local government employees 
hired after March 31, 1986, and all federal government 
employees pay payroll taxes for Hospital Insurance 
(Medicare Part A). 

Paying the Social Security payroll tax for 10 years gen¬ 
erally qualifies workers (and certain family members) to 
receive Social Security retirement benefits. Employees 
must meet different work-related requirements to qualify 
for disability benefits or, in the event of their death, to 
allow certain family members to qualify for survivors’ 
benefits. In 2017, Social Security receipts from payroll 
taxes totaled $850.6 billion. 

Option 

Under this option, Social Security coverage would 
be expanded to include all state and local govern¬ 
ment employees hired after December 31, 2018. 
Consequently, all newly hired state and local govern¬ 
ment employees would pay the Social Security payroll 
tax. That 12.4 percent tax on earnings, half of which is 


deducted from employees’ paychecks and half of which 
is paid by employers, funds the Old-Age, Survivors, and 
Disability Insurance programs. 

Effects on the Budget 

If implemented, this option would increase revenues by 
a total of $80 billion from 2019 through 2028, the staff 
of the Joint Committee on Taxation estimates. That esti¬ 
mate incorporates the assumption that total compensa¬ 
tion would remain unchanged but allows for behavioral 
responses to the higher tax. (Total compensation com¬ 
prises taxable wages and benefits, nontaxable benefits, 
and employers’ contributions to payroll taxes.) 

If total compensation remained unchanged, then 
increases in employers’ contributions to payroll taxes 
would have to reduce other forms of compensation. The 
decrease in taxable wages and benefits would reduce the 
income base for individual income and payroll taxes, 
partially offsetting the increase in employers’ payroll 
taxes. The estimate for the option reflects that income 
and payroll tax offset. 

In addition, the higher payroll tax would create an incen¬ 
tive for employers and employees to change the compo¬ 
sition of compensation, shifting from taxable compensa¬ 
tion to forms of nontaxable compensation. The estimate 
accounts for that behavioral response. 

Although extending Social Security coverage to all newly 
hired state and local government employees would even¬ 
tually increase the number of Social Security beneficia¬ 
ries, that increase would have little impact on the federal 
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government’s spending for Social Security in the short 
term. From 2019 through 2028, outlays would increase 
by only a small amount because most people hired by 
state and local governments during that period would 
not begin receiving Social Security benefits for many 
years. However, the effects on outlays would grow in the 
following decades. The above estimate does not include 
any effects on outlays. 

The estimate is uncertain because the Congressional 
Budget Office’s underlying projections of income subject 
to Social Security payroll taxes and the number of work¬ 
ers who are not covered by Social Security are uncertain. 
Those projections rely on CBO’s projections of the 
economy over the next decade—particularly projec¬ 
tions of wages and employment—which are inherently 
uncertain. The estimate also relies on projections under 
current law of state and local governments’ choices about 
enrolling workers in Social Security and projections of 
state and local governments’ hiring and retention, which 
are likewise uncertain. 

Other Effects 

One argument for implementing this option is that it 
would slightly enhance the long-term viability of the 
Social Security program. CBO projects that, if current 
law remained unchanged, income dedicated to the pro¬ 
gram would be insufficient to cover benefits specified in 
law. Under the option, the additional benefit payments 
for the expanded pool of beneficiaries would amount 
to less, in the long term, than the additional revenues 
generated by newly covered employees. That is largely 
because, under current law, most of the newly hired 
workers would receive Social Security benefits anyway— 
either because they held other, covered jobs or because 
they were covered by a spouse’s employment. 

Another argument for implementing the option con¬ 
cerns fairness. Social Security benefits are intended to 
replace only a percentage of a worker’s preretirement 
earnings. That percentage (referred to as the replace¬ 
ment rate) is higher for workers with low career earnings 
than for workers with higher earnings. But the standard 
formula for calculating Social Security benefits does not 
distinguish between people whose career earnings are low 
and people who only appear to have low career earnings 


because they spent a portion of their career in jobs that 
were not covered by Social Security. Under current law, 
to make the replacement rate more comparable for 
workers with similar earnings histories, standard benefits 
are reduced for retired government employees who have 
spent a substantial portion of their career in employment 
not covered by Social Security. However, that adjust¬ 
ment is imperfect and can affect various government 
employees differently. This option would eliminate those 
inequalities. 

Finally, implementing this option would provide bet¬ 
ter retirement and disability benefits for many workers 
who move between government jobs and other types 
of employment. By facilitating job mobility, the option 
would enable some workers who would otherwise stay in 
state and local government jobs solely to maintain their 
public-employee retirement benefits to move to jobs in 
which they could be more productive. Many state and 
local government employees are reluctant to leave their 
jobs because pensions are structured to reward people 
who spend their entire careers in the same pension 
system. If their government service was covered by Social 
Security, they would be less reluctant to change jobs 
because they would remain in the Social Security system. 
State and local governments, however, might respond to 
greater turnover by reducing their investment in workers 
(by cutting training programs, for example), causing the 
productivity of state and local government employees 
to fall. 

The main argument against the option concerns the 
impact it would have on the pension funds of affected 
state and local governments. That impact would depend 
on the preexisting structure of state and local govern¬ 
ment pension plans and how those plans would be 
restructured in response to this option. State or local gov¬ 
ernments could potentially have employees participate 
in Social Security in addition to their existing pension 
plans. Alternatively, their pension plans for new employ¬ 
ees could be reduced or eliminated in response to the 
expansion of Social Security coverage: New employees 
would contribute less (or nothing) during their tenure, 
and they would receive smaller (or no) pension benefits 
when they retired. Implementing those changes would 
not be particularly difficult for fully funded pension 



260 OPTIONS FOR REDUCING THE DEFICIT: 2019 TO 2028 


DECEMBER 2018 


plans, which could use their current assets to pay benefits 
for existing employers. However, many state and local 
government pension plans are underfunded, and such 
plans would probably need future contributions to fund 


the benefits received by current retirees or by those about 
to retire under the existing pension system. Any reduc¬ 
tion in future contributions to such plans would increase 
the financial pressures on them. 


RELATED OPTIONS: Revenues, “Increase the Payroll Tax Rate for Social Security” (page 253), “Increase the Maximum Taxable Earnings for 
the Social Security Payroll Tax” (page 255) 

RELATED CBO PUBLICATIONS: CBO’s 2018 Long-Term Projections for Social Security: Additional Information (September 2018), 
www.cbo.gov/publication/54428; The 2018Long-Term Budget Outlook Quite 2018), www.cbo.gov/publication/53919; Social Security 
Policy Options, 2015 (December 2015), www.cbo.gov/publication/51011 
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Revenues—Option 22 

Tax All Pass-Through Business Owners Under SECA and Impose a Material Participation Standard 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

6.7 

12.4 

14.0 

15.6 

17.0 

17.9 

18.8 

19.5 

20.2 

21.0 

65.7 163.1 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2019. 

Most of the revenues would be off-budget. In addition, the option would increase outlays for Social Security by a small amount. The estimates do not 
include those effects on outlays. 


Background 

Under current law, workers with earnings from busi¬ 
nesses owned by other people contribute to Social 
Security and Medicare Part A through the Federal 
Insurance Contributions Act (FICA) tax. The tax rate 
for Social Security in 2018 is 12.4 percent of wages and 
salaries up to $128,400; that threshold increases each 
year with average wages. For Medicare Part A, the tax 
rate is 2.9 percent, and there is no ceiling on the amount 
of wages and salaries taxed. (If wages exceed certain 
thresholds—$250,000 for married taxpayers who file 
joint returns and $200,000 for unmarried people—an 
additional 0.9 percent tax is levied on the amount above 
the threshold.) The taxes are split equally between the 
employer and the employee. 

By contrast, people with earnings from unincorpo¬ 
rated businesses they own themselves contribute to 
Social Security and Medicare Part A through the Self- 
Employment Contributions Act (SECA) tax. Their tax 
base is self-employment income—which, unlike the 
FICA tax base of wages and salaries, includes some capi¬ 
tal income in the form of business profits. The definition 
of self-employment income depends on whether the 
business owner is classified as a sole proprietor, a gen¬ 
eral partner (that is, a partner who is fully liable for the 
debts of the firm), or a limited partner (a partner whose 
liability for the firm’s debts is limited to the amount he 
or she invests). Sole proprietors pay SECA taxes on their 
net business income (that is, receipts minus expenses). 
General partners pay SECA taxes on their “guaranteed 
payments” (amounts they are paid by the firm regard¬ 
less of its profits) and on their share of the firm’s net 
income. Limited partners pay SECA taxes solely on any 


guaranteed payments they receive and only if those pay¬ 
ments represent compensation for labor services. 

The definition of limited partners is determined at the 
state level and, as a result, varies among states. Since the 
enactment of federal laws distinguishing between the 
treatment of general and limited partners under SECA, 
many states have expanded eligibility for limited-partner 
status from strictly passive investors to certain partners 
who are actively engaged in the operation of businesses. 
Furthermore, all states have recognized new types of enti¬ 
ties, such as the limited liability company (LLC), whose 
owners do not fit neatly into either of the two partner¬ 
ship categories. 

The SECA tax rate is equal to the combined employer 
and employee rates for FICA taxes. The 0.9 percent 
Additional Medicare Tax applies to the SECA tax base 
as well. Both the $128,400 earnings limit on the Social 
Security component and the applicable threshold for the 
additional Medicare tax are reduced by the amount of 
wages subject to FICA when applied to the SECA tax 
base. 

Unlike owners of unincorporated businesses, owners 
of S corporations—certain privately held corporations 
whose profits are not subject to the corporate income 
tax—pay FICA taxes as if they were employees. S corpo¬ 
rations must pay their owners reasonable compensation, 
as defined in Internal Revenue Service (IRS) regulations, 
for any services they provide, and the owners must pay 
FICA taxes on that amount. The net income of the firm, 
after deducting that compensation, is passed through 
to the owners, whereupon it is subject to the individual 
income tax but not to the FICA or the SECA tax. 
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The IRS reported that 20 million individuals paid SECA 
taxes in 2016. The Congressional Budget Office esti¬ 
mates that in that year, approximately 3 million S cor¬ 
poration owners were actively involved in running their 
businesses. In CBO’s estimation, that number represents 
a ceiling on the number of S corporation owners who 
were subject to the FICA tax. 

Option 

This option would require the owners of all unincorpo¬ 
rated businesses and S corporations to pay SECA taxes 
and would change the tax base in some cases. Owners of 
S corporations would no longer pay FICA taxes on their 
reasonable compensation. And for partners (including 
LLC members), the SECA tax base would no longer 
depend on whether the taxpayer was classified as a 
general partner or a limited partner. For both S corpo¬ 
ration owners and partners, the SECA tax base would 
depend on whether the taxpayer was actively involved in 
running the business. That active involvement would be 
determined using the Internal Revenue Code’s existing 
definition of a material participant. That definition 
specifies several criteria, but one commonly used stan¬ 
dard is engagement in the operation of the business for 
more than 500 hours during a given year. S corporation 
owners and partners categorized as material participants 
would pay SECA taxes on both their guaranteed pay¬ 
ments and their share of the firm’s net income. Those 
who were not deemed to be material participants but 
were nonetheless actively involved in running their 
businesses would pay SECA taxes on their reasonable 
compensation. All sole proprietors would be considered 
material participants. 

Effects on the Budget 

According to the staff of the Joint Committee on 
Taxation, the option would increase federal revenues 
by an estimated $163 billion from 2019 through 2028. 
Because that estimate relies on CBO’s economic projec¬ 
tions of the economy, which drive estimates of the pass¬ 
through business income that would be affected by the 
option over the next decade, it retains the uncertainty 
associated with those projections. 

The increase in revenues would be due to the increased 
taxes on owners of S corporations and on limited part¬ 
ners classified as material participants, whose entire share 
of the firm’s net income, instead of just their reasonable 
compensation or guaranteed payments, would be subject 
to the SECA tax. To put the effects of the material 


participation standard in context, CBO has estimated 
that 65 percent of the partnership income of material 
participants was included in the SECA tax base in 2004. 
Under the option, that percentage would increase to 
100 . 

By contrast, the option would lower taxes for the 
minority of general partners who were not material par¬ 
ticipants by excluding from SECA taxation their share 
of the firm’s net income in excess of their reasonable 
compensation. CBO has estimated that 15 percent of 
the partnership income of nonmaterial participants was 
included in the SECA tax base in 2004. That percentage 
would decline under the option; however, because of the 
reasonable-compensation requirement, it would not fall 
to zero. 

By increasing, on net, the earnings base from which 
Social Security benefits are calculated, the option also 
would slightly increase federal spending for Social 
Security over the long term. (The estimate does not 
include that effect on outlays, which would be very small 
over the next decade.) 

The estimate reflects anticipated responses by some own¬ 
ers of S corporations and limited partnerships, more of 
whom would face an incentive to reorganize as C cor¬ 
porations—and thus lower the total amount of taxes 
they pay—under the option than under current law. The 
uncertainty surrounding how many businesses would 
undergo such a conversion under the option adds to 
the uncertainty of the estimate. That uncertainty about 
conversions magnifies existing uncertainty about how 
many businesses will convert to C corporations solely 
in response to individual and corporate income tax rate 
reductions under the 2017 tax act. 

Other Effects 

An advantage of this option is that it would eliminate 
the ambiguity created by the emergence of new types 
of business entities that were not anticipated when the 
laws governing Social Security were last amended. The 
treatment of partners and LLC members under the 
SECA tax would be determined entirely by federal law 
and would ensure that owners who were actively engaged 
in the operation of a business could not legally exclude 
a portion of their labor compensation from the tax base. 
Moreover, because all firms not subject to the corporate 
income tax would be treated the same, businesses would 
be more likely to choose their form of organization on 
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the basis of what allowed them to operate most effi¬ 
ciently rather than what minimized their tax liability. 

Other arguments in favor of the option are that it would 
improve compliance with the tax code and reduce the 
complexity of preparing tax returns for some firms. 
Under current law, many S corporations have an incen¬ 
tive to minimize their owners’ FICA tax liability by pay¬ 
ing them less than reasonable compensation. By subject¬ 
ing S corporation owners to the SECA tax, the option 
would make it impossible for material participants to 
benefit from that practice. Even businesses that reorga¬ 
nized as C corporations would have a smaller incentive 
to pay less than reasonable compensation to their owners 
because doing so would reduce their deductions and thus 
increase their corporate income tax liability. In addition, 
the option would simplify recordkeeping for S corpo¬ 
rations whose owners were all deemed to be material 
participants because reasonable compensation for those 
owners would no longer need to be estimated. 


A disadvantage of the option is that additional income 
from capital would be subject to the SECA tax, mak¬ 
ing the tax less like FICA, which applies to virtually no 
income from capital. Elaving to pay the SECA tax on 
profits could deter some people from starting a business, 
leading them instead to work for somebody else and 
pay the FICA tax on their wages. The option could also 
result in new efforts to recharacterize business income as 
either rental income or interest income, neither of which 
is subject to the FICA or the SECA tax. Furthermore, 
by giving more businesses an incentive to switch to 
C corporation status, the option would ensure that the 
choice of organizational form was still driven, to some 
extent, by a desire to minimize tax liability. Finally, the 
option would place an additional administrative burden 
on many partnerships and LLCs, because those entities 
would be required to determine reasonable compen¬ 
sation for any members considered to be nonmaterial 
participants. 


RELATED OPTIONS: Revenues, “Expand the Base of the Net Investment Income Tax to Include the Income of Active Participants in 
S Corporations and Limited Partnerships” (page 223), “Increase the Payroll Tax Rate for Medicare Hospital Insurance” (page 251), 
“Increase the Payroll Tax Rate for Social Security” (page 253), “Increase the Maximum Taxable Earnings for the Social Security Payroll 
Tax” (page 255) 

RELATED CBO PUBLICATION: The Taxation of Capital and Labor Through the Self-Employment Tax (September 2012), www.cbo.gov/ 
publication/43644 
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Revenues—Option 23 

Increase Taxes That Finance the Federal Share of the Unemployment Insurance System 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

5.6 

7.5 

6.8 

6.7 

0.6 

-1.9 

-1.4 

-1.3 

-1.9 

-2.5 

27.1 18.1 


This option would take effect in January 2019. 


Background 

The unemployment insurance (UI) system is a partner¬ 
ship between the federal government and state gov¬ 
ernments that provides a temporary weekly benefit to 
qualified workers who lose their job through no fault 
of their own. Funding for the state and federal portions 
of the UI system is drawn from payroll taxes imposed 
on employers under the State Unemployment Tax 
Act (SUTA) and the Federal Unemployment Tax Act 
(FUTA), respectively. 

The states administer the UI system, establishing eligi¬ 
bility rules, setting regular benefit amounts, and paying 
those benefits to eligible people. State payroll taxes 
vary; each state sets a tax rate schedule and a maximum 
amount of wages that is subject to taxation. Revenues 
from SUTA taxes are deposited into dedicated state 
accounts that are included in the federal budget. 

The federal government sets broad guidelines for the 
UI system, pays a portion of the administrative costs 
that state governments incur, and makes advances to 
states that lack the money to pay UI benefits. In addi¬ 
tion, during periods of high unemployment, the federal 
government has often funded, either fully or partially, 
temporary emergency benefits, supplemental benefits, or 
both. 

Under FUTA, employers pay taxes on up to $7,000 of 
each worker’s wages; the revenues are deposited into 
several federal accounts. The amount of wages subject 
to the FUTA tax (the taxable wage base) is not adjusted, 
or indexed, to increase with inflation and has remained 
unchanged since 1983. The FUTA tax rate, which is 
6.0 percent, is reduced by a credit of 5.4 percent for 
state UI taxes paid, for a net tax rate of 0.6 percent— 
or $42 per year for each employee earning at least 
$7,000 annually. 


During and after the last recession, funds in the desig¬ 
nated federal accounts were insufficient to pay the emer¬ 
gency and extended benefits authorized by the Congress, 
to pay the higher administrative costs that states incurred 
because of the greater number of people receiving ben¬ 
efits, or to make advances to several states that did not 
have sufficient funds to pay regular benefits. That short¬ 
fall necessitated that advances be made from the general 
fund of the U.S. Treasury to the federal accounts. Some 
of those advances must be repaid by the states, a process 
that the Congressional Budget Office expects will take 
several more years under current law. 

In 2017, SUTA revenues were $38 billion and FUTA 
revenues were $8 billion. CBO projects that if current 
law remained in place, combined SUTA and FUTA rev¬ 
enues would decrease to $35 billion by 2021, continuing 
a trend that began in 2012, before rising to $61 billion 
by 2028. The increase in revenues in later years reflects 
CBO’s expectation that many states would take action to 
maintain historic ratios of trust fund balances to wages 
and salaries. 

Option 

This option would expand the FUTA taxable wage base 
but decrease the tax rate. Specifically, the option would 
raise the amount of wages subject to the FUTA tax from 
$7,000 to $40,000 in 2019 and then index that thresh¬ 
old to the growth in future wages. It would also reduce 
the net FUTA tax rate, after accounting for the 5.4 per¬ 
cent state tax credit, from 0.6 percent under current law 
to 0.167 percent. 

Expanding the FUTA taxable wage base would also 
increase SUTA taxes. Because federal law requires that 
each state’s SUTA taxes be levied on a taxable wage base 
that is at least as large as that under FUTA, nearly all 
states would have to increase their taxable wage base 
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to $40,000 if this approach was adopted. (The taxable 
wage base varies considerably from state to state. In 
2018, 16 states have a base above $20,000, but only 2— 
Hawaii and Washington—have taxable wage bases above 
$40,000.) UI benefits would not be affected. 

Effects on the Budget 

CBO estimates that this option would raise revenues by 
$18 billion from 2019 to 2028. Under the option, reve¬ 
nues would rise initially but fall in later years. The initial 
rise would primarily be attributable to added proceeds 
from SUTA taxes. Most states would see a substantial 
increase in their tax bases that, without adjustments to 
the tax rate, would raise more revenue. CBO expects that 
beginning in 2020, many states would respond by reduc¬ 
ing their UI tax rates but would leave those rates high 
enough to generate a net increase in revenues over the 
2019-2028 period. (States with low UI account balances 
would be especially likely to allow the increase in the tax¬ 
able wage base to generate additional revenues without 
promptly lowering UI tax rates.) The extra revenues gen¬ 
erated during the initial years would also leave the states 
with larger trust fund balances than CBO projects they 
would have otherwise. That would reduce the need for 
states to raise revenues to maintain historic ratios of trust 
fund balances to wages and salaries. As a result, in later 
years, estimated revenues under this option are lower 
than CBO projects they would be under current law. 

The estimate for this option is uncertain for two key 
reasons. First, the estimate relies on CBO’s projections 
of the economy, including projections of labor force 
characteristics and wages and salaries, over the next 
decade. For example, if employment is lower than 
expected, fewer workers will be paying the FUTA and 
SUTA taxes; in that case, changes in the tax rates would 
have a smaller impact on revenues. Second, the estimate 
relies on projections of how states would respond to an 
increase in the tax base and to changes in their UI trust 
fund balances. 

Other Effects 

The main advantage of this option is that it would 
improve the financial condition of the federal portion 


of the UI system. By expanding the taxable wage base, 
it would also improve the financial condition of state 
UI systems. The additional revenues resulting from this 
option would allow federal UI accounts to more rap¬ 
idly repay the outstanding advances from the Treasury's 
general fund and would better position those accounts 
to finance benefits during future recessions. By reducing 
states’ reliance on transfers from the general fund, this 
option would decrease what are effectively loans from all 
taxpayers (including nonworkers) to workers who benefit 
from having insurance against unemployment. 

An argument against this option is that employers would 
generally pass the increased FUTA taxes on to workers in 
the form of reduced earnings. By reducing workers’ after¬ 
tax pay, this option might induce some people to drop 
out of, or choose not to enter, the workforce. Moreover, 
for some people in the workforce, the option would 
increase marginal tax rates by a small amount. (The 
marginal tax rate is the percentage of an additional dollar 
of income from labor or capital that is paid in taxes.) 
Because the increase in marginal tax rates would reduce 
the share of returns from additional work that those peo¬ 
ple could keep, CBO estimates that, on balance, it would 
tend to cause people to work less than they would have 
otherwise. However, given the small changes in after-tax 
pay and marginal tax rates that would result from this 
option, the effects on labor force participation and hours 
worked would probably be quite small. 

The combination of a single tax rate and low thresholds 
on the amount of earnings subject to the tax makes the 
FUTA tax regressive—that is, FUTA taxes measured as 
a share of earnings decrease as earnings rise. Even so, 
because workers with lower prior earnings receive, on 
average, UI benefits that are a higher fraction of those 
earnings, the benefits are progressive. If taxes and ben¬ 
efits are considered together, the UI system is generally 
thought to be roughly proportional—neither progressive 
nor regressive—under current law. This option would 
reduce the regressivity of the FUTA tax. 


RELATED OPTION: Revenues, “Include Employer-Paid Premiums for Income Replacement Insurance in Employees’ Taxable Income” 
(page 229) 

RELATED CBO PUBLICATION: Unemployment Insurance in the Wake of the Recent Recession (November 2012), www.cbo.gov/ 
publication/43734 
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Revenues—Option 24 

Increase the Corporate Income Tax Rate by 1 Percentage Point 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

4.6 

6.8 

7.8 

8.4 

9.5 

10.4 

11.2 

11.9 

12.7 

13.0 

37.1 96.3 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

Following the enactment of the 2017 tax act, corpo¬ 
rations that are subject to the U.S. corporate income 
tax face a single statutory rate of 21 percent. A cor¬ 
poration computes its taxable income by subtracting 
certain deductions from its gross income—for example, 
wages and the costs of goods sold, as well as deprecia¬ 
tion for investment and most interest paid to the firm’s 
bondholders. Corporations may also apply allowable 
tax credits against the amount of taxes they owe. After 
paying the corporate income tax, corporations can either 
retain their remaining profits or distribute them to share¬ 
holders. Some distributed profits are then taxed again 
under the individual income tax system as dividends or 
capital gains. 

In general, the 21 percent tax rate applies to the taxable 
income of corporations earned from conducting business 
within the United States. Some income earned abroad is 
also taxed by the United States. The tax treatment of for¬ 
eign income depends on its characteristics. Some income 
is taxed at the full U.S. statutory rate, and some is taxed 
at a reduced rate. In either case, taxpayers may claim a 
foreign tax credit that limits the extent to which that 
income is subject to both foreign and U.S. taxation. The 
foreign tax credit is subject to limits that are designed to 
ensure that the total amount of all credits claimed does 
not exceed the amount of U.S. tax that otherwise would 
have been due. 

In 2017, when corporations were subject to a corporate 
income tax rate of up to 35 percent, receipts from corpo¬ 
rate income taxes totaled $297 billion. Partly as a result 
of the 2017 tax act’s reduction of that rate to 21 percent, 
tax receipts will decrease to $276 billion in 2019, in the 
Congressional Budget Office’s estimation. Those receipts 


are projected to grow faster than gross domestic product 
through 2025 and then grow at the same rate thereafter. 

Option 

This option would increase the corporate income tax rate 
by 1 percentage point, to 22 percent. 

Effects on the Budget 

The option would increase revenues by $96 billion 
from 2019 to 2028, the staff of the Joint Committee on 
Taxation estimates. 

The estimate for this option reflects changes in the use of 
tax credits. An increase in the corporate tax rate would 
increase corporations’ ability to use tax credits, rather 
than carrying them forward to a future year, to offset 
some of the additional corporate tax liabilities arising 
from the higher tax rate. That use of credits would reduce 
revenues from the higher corporate income tax rate. 

The estimate also incorporates firms’ responses to the 
higher tax rate. The option would increase corporations’ 
incentives to adopt strategies to reduce the amount of 
taxes they owe. Those anticipated responses make the 
estimated increase in revenues smaller than it would be 
otherwise. 

The estimate for this option is uncertain because the 
underlying projections of the economy, including 
corporate profits and taxable income, are uncertain. 
CBO’s projections of the economy over the next decade 
and projections of taxable corporate income under 
current law are particularly uncertain because they 
reflect recently enacted changes to the tax system by the 
2017 tax act. Additionally, estimates of how corpora¬ 
tions would respond to the option are based on observed 
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responses to prior changes in tax law, which might differ 
from the responses to the change considered here. 

Other Effects 

The major argument in favor of this option concerns its 
simplicity. As a way to raise revenues, an increase in the 
corporate income tax rate would be easier to implement 
than most other types of business tax increases because 
it would require only minor changes to the current 
tax-collection system. 

The option would also increase the progressivity of the 
tax system to the extent that the owners of capital, who 
tend to have higher income than other taxpayers, bear 
the burden of the corporate income tax. (However, 
because the corporate tax reduces capital investment in 
the United States, it reduces workers’ productivity and 
wages relative to what they otherwise would be, meaning 
that at least some portion of the economic burden of 
the tax over the longer term falls on workers—making 
an increase in corporate tax rates less progressive than it 
would be if that burden was fully borne by the owners of 
capital. That effect on capital investment is not reflected 
in the revenue estimate.) 

An argument against the option is that it would reduce 
economic efficiency by exacerbating tax-related dis¬ 
tortions of firms’ decisions. The corporate income tax 
distorts firms’ choices about how to structure their 
organizations and whether to finance investment by 
issuing debt or by issuing equity. Increasing the corpo¬ 
rate income tax rate would raise the overall tax rate on 


corporate income. As a result, it would be more advan¬ 
tageous for some firms to organize so that they were no 
longer subject to the corporate income tax (and were 
instead taxed only under the individual income tax as 
an S corporation or partnership) solely to reduce their 
tax liabilities. Raising the corporate tax rate would also 
increase the value of deductions. As a result, companies 
might increase their reliance on debt financing because 
interest payments, unlike dividend payments to share¬ 
holders, can be deducted. Carrying more debt might 
increase some companies’ risk of default. 

Another concern that might be raised about the option is 
that it would make it less attractive to earn income in the 
United States relative to earning income abroad. Tax rate 
differences among countries can influence businesses’ 
choices about how and where to invest; to the extent that 
firms shift their investment and activities to countries 
with low taxes with the goal of reducing their tax liability 
at home, economic efficiency declines because firms are 
not allocating resources to their most productive use. Tax 
rate differences among countries also create an incen¬ 
tive for businesses to shift reported income to lower-tax 
countries without changing their actual investment 
decisions or moving their activities. That practice, known 
as “profit shifting,” erodes the corporate tax base and 
requires tax planning that wastes resources. Increasing 
the corporate rate would strengthen those incentives to 
shift investment and reported income abroad. However, 
other factors, such as the skill level of a country’s work¬ 
force and its capital stock, also affect corporations’ deci¬ 
sions about where to incorporate and invest. 


RELATED CBO PUBLICATIONS: An Analysis of Corporate Inversions (September 2017), www.cbo.gov/publication/53093; International 
Comparisons of Corporate Income Tax Rates (March 2017), www.cbo.gov/publication/52419; Taxing Capital Income: Effective 
Marginal Tax Rates Under 2014 Law and Selected Policy Options (December 2014), www.cbo.gov/publication/49817; Taxing Businesses 
Through the Individual Income Tax (December 2012), www.cbo.gov/publication/43750; Jennifer C. Gravelle, Corporate Tax Incidence: 
Review of General Equilibrium Estimates and Analysis, Working Paper 2010-03 (May 2010), www.cbo.gov/publication/21486; William C. 
Randolph, International Burdens ofthe Corporate Income Tax , Working Paper 2006-09 (August 2006), www.cbo.gov/publication/18067 
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Revenues—Option 25 

Repeal Certain Tax Preferences for Energy and Natural Resource-Based Industries 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Revenues 













Repeal the expensing of exploration 
and development costs 

0.3 

0.4 

0.4 

0.4 

0.4 

0.3 

0.2 

* 

* 

* 

1.9 

2.3 

Disallow the use of the percentage 
depletion allowance 

0.4 

0.6 

0.6 

0.6 

0.6 

0.6 

0.7 

0.7 

0.7 

0.7 

2.8 

6.1 

Both alternatives above 

0.7 

1.0 

1.0 

1.0 

1.0 

0.9 

0.9 

0.7 

0.7 

0.7 

4.7 

8.4 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 

* = between zero and $50 million. 


Background 

Extractive industries that produce oil, natural gas, coal, 
and hard minerals receive certain tax preferences relative 
to other industries. In particular, extractive industries 
receive more favorable tax treatment with regard to 
the timing of when costs can be deducted from taxable 
income. 

One preference allows firms in the extractive industries 
to fully deduct (or “expense”) certain costs in the year 
in which they are incurred. Producers of oil, gas, coal, 
and minerals are allowed to expense some of the costs 
associated with exploration and development. The costs 
that can be expensed include, in some cases, those related 
to excavating mines, drilling wells, and prospecting for 
hard minerals. Specifically, under current law, integrated 
oil and gas producers (that is, companies with substan¬ 
tial retailing or refining activity) and corporate coal and 
mineral producers can expense 70 percent of their costs; 
those companies are then able to deduct the remaining 
30 percent over a period of 60 months. Independent 
oil and gas producers (companies without substantial 
retailing or refining activity) and noncorporate coal and 
mineral producers can fully expense their costs. 

By contrast, firms in other industrial sectors are generally 
allowed to deduct only a portion of the investment costs 
they incurred that year and in previous years. In such 
cases, the percentage of the costs that can be deducted 
from taxable income in each year depends on the type of 
investment. There are exceptions, however. Firms with 


relatively small amounts of qualifying capital invest¬ 
ments, primarily equipment, can expense the full costs of 
those items in the year in which they are incurred. (That 
exception is generally referred to as section 179 expens¬ 
ing.) In addition, a temporary provision included in 
the 2017 tax act (known as bonus depreciation) allows 
most of the costs of equipment to be expensed through 
2022. After that, the portion of investments that can be 
expensed as bonus depreciation will gradually be reduced 
until the provision expires at the end of 2026. 

A second preference for extractive industries concerns 
how cost-recovery deductions for natural resources are 
calculated. Extractive companies, unlike companies in 
other natural resource industries, can choose between 
using the cost depletion method, which allows for the 
recovery of investment costs as income is earned from 
those investments, or percentage depletion, which allows 
companies to deduct from their taxable income between 
5 percent and 22 percent of the dollar value of material 
extracted during the year, depending on the type of 
resource and up to certain limits. (For example, oil and 
gas companies’ eligibility for the percentage depletion 
allowance is limited to independent producers who oper¬ 
ate domestically; for those firms, only the first 1,000 bar¬ 
rels of oil—or, for natural gas, oil equivalent—per well, 
per day, qualify, and the allowance is limited to 65 per¬ 
cent of overall taxable income.) The value of deductions 
allowed under the cost depletion method is limited 
to the value of the land and improvements related to 
extraction. Because the percentage depletion allowance 
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is not limited in that way, it can be more generous than 
the cost depletion method. For each property they own, 
firms take a deduction for whichever is more gener¬ 
ous: the percentage depletion allowance or the amount 
prescribed by the cost depletion system. By contrast, 
companies in other natural resource industries have less 
flexibility in how they can deduct their investment costs. 

Option 

This option consists of two approaches to limiting tax 
preferences for extractive industries. The first approach 
would replace the expensing of exploration and develop¬ 
ment costs for oil, gas, coal, and hard minerals with the 
methods for deducting costs that apply in other indus¬ 
tries. (The option would still allow other costs that are 
unique to extractive industries, such as those associated 
with unproductive wells and mines, to be expensed.) The 
second approach would eliminate percentage depletion, 
forcing all companies to use cost depletion rather than 
choose the more generous of the two. 

Effects on the Budget 

The first approach would increase revenues by $2 billion 
over the 2019-2028 period, according to estimates by 
the staff of the Joint Committee on Taxation (JCT). 

The effect would be smaller in later years, even with the 
phasedown of bonus depreciation, because eliminating 
expensing would change only the timing of when costs 
were deducted: The option would reduce the deductions 
that could be taken in the year costs were incurred, but 
that would result in higher deductions in later years. The 
second approach would raise $6 billion over the 10-year 
period, according to JCT. If the two approaches were 
combined, revenues would increase by $8 billion over 
that time. All estimates account for reductions in the 
activities that would otherwise have received a tax prefer¬ 
ence in response to the less generous tax treatment. 

The estimates for this option are uncertain for two 
key reasons. First, the projections of taxable income in 
extractive industries largely rely on the Congressional 
Budget Office’s projections of total income, the size of 
different sectors within the economy, and energy prices. 
Those projections are subject to considerable uncer¬ 
tainty. The estimates also rely on estimates of how firms 
in extractive industries would change their investment 
decisions in response to the changes in tax policy, which 
are likewise uncertain. 


Other Effects 

The principal argument in favor of this option is that 
the two major tax preferences for extractive industries 
distort the allocation of society’s resources in two key 
ways. First, for the economy as a whole, the prefer¬ 
ences encourage an allocation of resources between the 
extractive industries and other industries that does not 
reflect market outcomes. When making investment 
decisions, companies take into account not only the 
market value of the output but also the tax advantage 
that expensing and percentage depletion provide. The tax 
preferences thus encourage some investments in drilling 
and mining that produce output with a smaller market 
value than similar investments would produce elsewhere. 
Second, the preferences encourage producers to extract 
more resources in a shorter amount of time. In the case 
of oil, for example, that additional drilling makes the 
United States less dependent on imported oil in the short 
run, but it accelerates the depletion of the nation’s store 
of oil and could cause greater reliance on foreign produc¬ 
ers in the long run. 

An argument against this option is that it treats expenses 
that might be viewed as similar in different ways. In par¬ 
ticular, exploration and development costs for extractive 
industries can be seen as analogous to research and 
development costs, which currently can be expensed by 
all businesses. A second argument against this option is 
that encouraging producers to continue exploring and 
developing domestic energy resources may enhance the 
ability of U.S. households and businesses to reduce their 
reliance on energy from other countries. 

Another argument against this option is that it would 
alter permanent tax preferences for extractive indus¬ 
tries but would not make any changes to temporary 
tax preferences for the renewable-energy sector. This 
volume, however, does not include options to eliminate 
or curtail temporary tax preferences. Under current 
law, temporary tax preferences for the renewable-energy 
sector, such as tax credits for investment in renewable 
energy, are scheduled to expire over the next several 
years; consequently, eliminating those preferences would 
not have a significant effect on deficits over the coming 
decade. Nonetheless, some temporary tax preferences 
are frequently extended and therefore resemble perma¬ 
nent tax preferences. For example, the tax credit for 
renewable-energy production is classified as temporary 
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but has been in effect since 1992. JCT estimates that if 
policymakers extended that credit so that it remained 
in place from 2022 through 2028, federal revenues 
would be reduced by about $ 11 billion over that period. 
Limiting temporary tax preferences for renewable-energy 
sources would further reduce distortions in the way 
resources are allocated between the energy sector and 


other industries, as well as within the energy sector. 
However, producing energy from renewable sources may 
yield wider benefits to society that producers do not 
take into account, such as reductions in pollution or in 
dependence on foreign sources of energy as domestic 
reserves are depleted. In that case, preferential tax treat¬ 
ment could improve the allocation of resources. 


RELATED OPTION: Revenues, “Require Half of Advertising Expenses to Be Amortized Over 5 or 10 Years” (page 273) 

RELATED CBO PUBLICATIONS: Federal Supportfor the Development, Production, and Use of Fuels and Energy Technologies 
(November 2015), www.cbo.gov/publication/50980; Energy Security in the United States (May 2012), www.cbo.gov/publication/43012 
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Revenues—Option 26 

Repeal the “LIFO” and “Lower of Cost or Market” Inventory Accounting Methods 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

6.5 

13.0 

13.0 

13.0 

7.0 

1.0 

1.1 

1.1 

1.1 

1.1 

52.5 57.9 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

To compute its taxable income, a business must first 
deduct from its receipts the cost of purchasing or pro¬ 
ducing the goods it sold during the year, also known as 
the cost of goods sold. Most companies calculate the 
cost of the goods they sell in a year by adding the value 
of the inventory at the beginning of the year to the cost 
of goods purchased or produced during the year and 
then subtracting from that total the value of the inven¬ 
tory at the end of the year. To determine the value of its 
year-end inventory, a business must distinguish between 
goods that were sold from inventory that year and goods 
that remain in inventory. The tax code allows firms to 
choose from among several approaches for identifying 
and determining the value of such goods. 

Firms can value items in their inventory on the basis 
of the cost of acquiring those goods. There are several 
approaches for assigning a cost to an item of inven¬ 
tory. To itemize and value goods in stock, firms can use 
the “specific identification” approach, which requires 
a detailed physical accounting in which each individ¬ 
ual item in inventory is tracked and is matched to its 
actual cost (that is, the cost to purchase or produce that 
specific item). Other approaches do not require a firm 
to track each specific item of inventory. One alternative 
approach—“last in, first out” (LIFO)—permits them 
to assume that the last goods added to the inventory 
were the first ones sold. Under that approach, the value 
assigned to goods sold from inventory should approx¬ 
imate their current market value (that is, the cost of 
replacing them). Yet another alternative approach—“first 
in, first out” (FIFO)—is based on the assumption that 
the first goods sold from a business’s inventory were the 
first to be added to that inventory. 


Firms that do not use the LIFO approach to assign costs 
can value inventory using the “lower of cost or market” 
(LCM) method. The LCM method allows firms to use 
the current market value of an item (that is, the cur¬ 
rent-year cost to reproduce or repurchase it) in their cal¬ 
culation of year-end inventory values if that market value 
is less than the cost assigned to the item. In addition, 
businesses can qualify for the “subnormal goods” method 
of inventory valuation, which allows a company to value 
inventory below cost if its goods cannot be sold at cost 
because they are damaged or flawed. 

In 2013, businesses valued their combined year-end 
inventory at more than $2.1 trillion, according to the 
Internal Revenue Service. Corporations and partnerships 
held 98 percent of that inventory. Among the 1.6 million 
corporations and partnerships reporting information 
on inventory valuations, almost all used a cost-based 
method to value at least some portion of their inventory, 
approximately one-third made use of the LCM method 
for at least some goods, and more than 7,000 indicated 
that they had designated some inventory as subnormal 
goods. The LIFO approach was used by about 12,000 
businesses to value approximately $290 billion of 
inventory. 

Option 

This option would eliminate the LIFO approach 
to identifying inventory, as well as the LCM and 
subnormal-goods methods of inventory valu¬ 
ation. Businesses would be required to use either the 
specific-identification or the FIFO approach to account 
for goods in their inventory and to set the value of that 
inventory on the basis of cost. Those changes would be 
phased in over a period of four years. 
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Effects on the Budget 

If implemented, the option would increase revenues by a 
total of $58 billion from 2019 through 2028, the staff of 
the Joint Committee on Taxation estimates. 

The annual increase in revenues would be substantially 
larger from 2019 through 2023 than over the remainder 
of the 10-year period. That pattern reflects the effects 
of the option on the valuation of existing inventory. 
Companies that use approaches that would be elimi¬ 
nated by this option to identify inventory generally end 
up with lower taxable profits than they would using 
other approaches. Switching to another approach would 
force companies to revalue their existing inventory. That 
would cause a relatively large increase in taxable income 
during the four years over which the change was phased 
in and one additional year, because of variation in the 
timing of the financial year among companies. After the 
revaluation of existing inventory has occurred, the effect 
on revenues would be relatively small because compa¬ 
nies could use only the specific-identification or FIFO 
approach to value their inventory going forward. 

The estimate for this option is uncertain because it relies 
on the Congressional Budget Office’s 10-year projections 
of corporate profits, investment, and inflation, which 
are inherently uncertain. In addition to those economic 
factors, the estimate depends on projections of firms’ 
choices of inventory-valuation approaches. Those choices 
are also uncertain. 

Other Effects 

The main argument for this option is that it would 
align tax accounting rules with the way businesses tend 
to sell their goods. Under many circumstances, firms 
prefer to sell their oldest inventory first to minimize the 
risk that the products will become obsolete or damaged 
while in storage. In such cases, allowing firms to use 
alternative approaches to identify and value their inven¬ 
tories for tax purposes allows them to reduce their tax 
liabilities without changing their economic behavior. 
Under the LIFO approach, companies defer taxes on real 
(inflation-adjusted) gains when the prices of their goods 
are rising relative to general prices. Firms that use the 
LIFO approach can value items sold out of inventory 


on the basis of costs associated with newer—and more 
expensive—items when, in fact, the actual items sold 
may have been acquired or produced at a lower cost at 
some point in the past. By deducting those higher costs 
as the cost of production, firms can defer paying taxes 
on the amount their goods have appreciated until those 
goods are sold. 

Another argument for this option is that the LCM 
and subnormal-goods methods of inventory account¬ 
ing treat losses and gains asymmetrically by allowing 
firms to immediately recognize losses in the value of 
inventory but not requiring them to recognize gains. 

The LCM method will reduce the value of a business’s 
year-end inventory if the market value of any item in 
the inventory is less than its assigned cost. Similarly, the 
subnormal-goods method of inventory valuation allows 
firms to immediately deduct the loss in a good’s value, 
lowering the value of their year-end inventory. In either 
case, that lower value increases the deduction for the 
cost of goods sold and reduces taxable income. In effect, 
those methods allow firms to immediately deduct from 
taxable income the losses they incur from the decline in 
the value of their inventory without requiring them to 
include gains in the value of their inventory in taxable 
income. 

An argument against this option is that the LIFO 
approach limits the effects of inflation on taxable 
income. When items sold from inventory are valued 
on the basis of past costs, price increases that occur 
between the time the inventory is purchased and the 
time its value is assessed raise taxable income. That effect 
tends to be greater under the FIFO approach than the 
LIFO approach because the latter values items sold from 
inventory using the purchase prices of more recently 
acquired goods, thus deferring the effects of inflation on 
taxable income. Flowever, other elements of the corpo¬ 
rate income tax also treat gains that are attributable to 
inflation as taxable income. 

Another argument against this option is that the LCM 
and subnormal-goods methods of inventory valuation 
allow the value assigned to inventory to better reflect real 
changes in the value of underlying assets. 
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Revenues—Option 27 

Require Half of Advertising Expenses to Be Amortized Over 5 or 10 Years 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

Require half of advertising expenses 
to be amortized over 5 years 

9.4 

16.8 

12.8 

8.5 

4.2 

2.0 

2.1 

2.2 

2.2 

2.3 

51.7 

62.5 

Require half of advertising expenses 
to be amortized over 10 years 

10.6 

20.4 

18.8 

17.2 

15.5 

13.7 

11.9 

10.1 

8.1 

6.1 

82.5 

132.4 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

Business expenses can generally be categorized as either 
investments, which create assets whose value persists over 
a multiyear period, or current expenses, which go toward 
goods or services and do not generate any assets because 
the value of those goods or services dissipates during the 
first year after they are purchased. For example, the cost 
of a new piece of equipment is an investment, but rou¬ 
tine maintenance of that equipment is a current expense. 
Investments and current expenses are often treated differ¬ 
ently for tax purposes. For example, current expenses can 
be deducted from income in the year they are incurred, 
but some investment costs, such as the cost of construct¬ 
ing buildings, must be deducted over a multiyear period. 
The deductibility of many other investments is sched¬ 
uled to change over the next decade under current law. 
For example, research and development costs incurred 
before 2022 are immediately deductible, but such costs 
incurred in 2022 and beyond must be amortized (that is, 
deducted in equal amounts) over five years. In addition, 
equipment costs are immediately deductible through 
2022, but increasing shares of such costs will revert to 
multiyear recovery periods from 2022 through 2027, 
when immediate deductions will be limited to compa¬ 
nies investing amounts below a specific threshold. 

Advertising is treated by the tax system as a current 
expense and can therefore be immediately deducted. 
Flowever, the intent of advertising varies. Some types 
of advertising are designed to move inventory over the 
short term (for example, by publicizing a sale that will 
last one week) and, like other current expenses, do not 


create longer-term value. Advertising can also create and 
enhance brand image—an intangible asset that retains 
value over a multiyear period. That type of advertising 
expense is more similar to an investment. 

To the extent that advertising creates an intangible asset, 
the ability to deduct the cost immediately makes the 
effective tax rate on income from the investment lower 
than that for assets with multiyear cost-recovery periods. 
(Effective tax rates measure the impact of statutory tax 
rates and other features of the tax code in the form of a 
single rate that applies over the life of an investment.) 
The Congressional Budget Office has estimated that the 
effective tax rate on income from equity-financed pur¬ 
chases of brand-building advertising by businesses sub¬ 
ject to the corporate income tax will be 8 percent for the 
foreseeable future. Once the temporary provisions of the 
2017 tax act have expired, that rate will be lower than 
the effective tax rate on any other type of investment. 

According to the Internal Revenue Service, in 2013, cor¬ 
porations deducted $285 billion in advertising expenses, 
or a little more than 1 percent of their business receipts. 
Since 2001, advertising expenses have been growing 
slightly slower than gross domestic product (GDP). 

Option 

This option consists of two alternatives. Both would rec¬ 
ognize half of advertising expenses as current expenses, 
which can be immediately deducted. The other half 
would be treated as an investment in brand image and 
would be amortized over a period of years. Under the 
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first alternative, that period of amortization would 
be 5 years; under the second alternative, it would be 
10 years. 

Effects on the Budget 

The first alternative would increase revenues by $63 bil¬ 
lion from 2019 through 2028, the staff of the Joint 
Committee on Taxation estimates. The second alternative 
would increase revenues by $ 132 billion over the same 
period. 

The pattern of the revenue effects is quite different for 
the two alternatives. Under the first alternative, the vast 
majority of the revenue increase would occur in the 
first five years. In the first year, businesses would claim 
60 percent of the advertising expenses they incurred 
that year (the 50 percent not subject to amortization 
plus an additional 10 percent representing one-fifth of 
the 50 percent subject to amortization). By the sixth 
year, the businesses would still claim 60 percent of the 
current-year expenses but, in addition, would claim 
10 percent of expenses incurred in each of the prior four 
years. If advertising expenses did not grow each year, 
the amount claimed in the sixth year would equal the 
amount they can deduct under current law; as a result, 
there would be no revenue effect after the fifth year. 
However, because advertising expenses do grow each 
year, the projected revenue effects from 2024 on reflect 
that growth. 

Under the second alternative, the initial amount of 
deductible expenses would be 55 percent of the cur¬ 
rent-year expense. For each of the next nine years, the 
deductible expense would ratchet up to account for 
5 percent of expenses incurred in each of the prior years. 
The equilibrium reached in the sixth year under the first 
alternative would not be reached until the 11th year 
(2029) under the second alternative. After that, any 
positive effect on revenues would be due to the growth in 
advertising expenses. 

The estimates for this option are uncertain for two key 
reasons. First, the estimates rely on CBO’s projections of 
GDP and taxable corporate profits over the next decade 
under current law, which are uncertain. Second, account¬ 
ing for how taxpayers might adjust their advertising 
expenses in response to the option introduces additional 
uncertainty. 


Other Effects 

An argument in favor of this option is that it would, 
once the temporary cost-recovery provisions of the 
2017 tax act have expired, result in a more uniform 
treatment of different types of investments. A portion of 
advertising expenses serve to develop brand image and 
therefore more closely resemble investments than current 
expenses. What that portion is, however, has proved 
difficult to identify—the option’s 50 percent rule mirrors 
other proposals that have been made. (Descriptions of 
those proposals can be found in Joint Committee on 
Taxation 2014; Senate Committee on Finance 2013.) 

By amortizing half of advertising expenses, the option 
would treat investments in brand image similarly to 
investments in other types of assets whose costs must 
be deducted over time. Treating investments similarly 
improves economic efficiency because it encourages busi¬ 
nesses to choose investments on the basis of how they 
will improve productivity instead of how they will reduce 
a business’s tax liability. 

An argument against the option is that treating exactly 
50 percent of advertising expenses as an investment 
ignores differences in how businesses utilize advertising. 
Retailers that primarily use advertising to inform con¬ 
sumers of sales would be required to amortize expenses 
that are not true investments. That would effectively 
raise the cost of short-term advertising, thereby hinder¬ 
ing their ability to reduce their inventory. By contrast, 
manufacturers who mainly use advertising to build brand 
image would still be able to immediately deduct some of 
those investments. Furthermore, most research finds that 
the value of brand image typically declines more rapidly 
than implied by either the 5- or the 10-year amorti¬ 
zation schedules. Particularly in the case of 10-year 
amortization, that could make the effective tax rate for 
brand-building advertising higher than the rate for other 
types of assets, which would undercut the uniformity 
argument. The option would also add to businesses’ 
reporting burdens: In their financial statements, publicly 
traded corporations typically report the costs of adver¬ 
tising as a current expense, in accordance with generally 
accepted accounting principles. 

Another effect of the option would be to reduce the 
amount businesses spend on advertising. That would 
hinder economic efficiency to the extent that advertising 
by businesses provides useful information to consumers. 
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However, to the extent that the content of such adver¬ 
tising is misleading, reducing its volume could improve 
economic efficiency. Furthermore, if businesses spent less 
on advertising, the price of advertising would decline, 


and nonbusiness entities would probably spend more 
on it. Such advertising would have both positive and 
negative effects on economic efficiency, depending on the 
usefulness and accuracy of its content. 


RELATED OPTION: Revenues, “Repeal Certain Tax Preferences for Energy and Natural Resource-Based Industries” (page 268) 

RELATED CBO PUBLIC ATION: How Taxes A ffect the Incentive to Invest in New Intangible Assets (November 2018), www.cbo.gov,/ 
publication/54648 

WORK CITED: Joint Committee on Taxation, Technical Explanation, Estimated Revenue Effects, Distributional Analysis, and 
Macroeconomic Analysis of the Tax Reform Act of'2014, a Discussion Draft ofthe Chairman of the House Committee on Ways and 
Means to Reform the Internal Revenue Code, JCS-1-14 (November 18,2014), https://tinyurl.com/y6u9y8cp (PDF, 2.4 MB); Senate 
Committee on Finance, “Cost Recovery and Accounting Tax Reform Discussion Draft” (November 21,2013), https://go.usa.gov/xPVDc 
(PDF, 197 KB) 
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Revenues—Option 28 

Repeal the Low-Income Housing Tax Credit 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

0.1 

0.5 

1.4 

2.4 

3.7 

5.0 

6.6 

8.2 

9.9 

11.5 

8.1 49.4 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

Real estate developers who provide rental housing to 
people with low income may qualify for low-income 
housing tax credits (LIHTCs), which are designed to 
encourage investment in affordable housing. The credits 
cover a portion of the costs of constructing new housing 
units or substantially rehabilitating existing units; how¬ 
ever, the credits cannot be claimed until the properties 
are completed and occupied. The taxpayers who claim 
the credits are usually investors in those properties, who 
provide developers with funding for the construction 
or rehabilitation in exchange for the credits. LIHTCs 
can be used to lower federal tax liability over a period of 
10 years. 

For a property to qualify for the credits, developers must 
agree to meet two requirements for at least 30 years. 
First, they must set aside a certain percentage of rental 
units for people whose income is below a certain 
threshold—either 20 percent of a project’s units for peo¬ 
ple with income below 50 percent of the area’s median 
income or 40 percent of the units for people with 
income below 60 percent of the median. (Developers 
can also set aside 40 percent of the units for a group of 
people whose average income is not above 60 percent 
of the area’s median income, as long as no one person 
in that group has an income above 80 percent of the 
area’s median income.) Second, developers must agree 
to limit the rent they charge on the units occupied by 
low-income people to 30 percent of a set portion of the 
area’s median income—either 50 percent or 60 percent, 
depending on the developer’s choice regarding the first 
requirement. 

There are two types of credits. One is reserved for proj¬ 
ects that receive financing through tax-exempt bonds; it 
generally equals up to 30 percent of the costs allocable 


to the set-aside units. The other type of credit generally 
equals up to 70 percent of costs allocable to the set-aside 
units. For qualifying projects in census tracts determined 
by the Department of Housing and Urban Development 
to have a large proportion of low-income households, 
the two types of credits cover more of those costs—up to 
39 percent and up to 91 percent, respectively. 

Each year, the federal government allocates funding 
for the 70 percent credit to each state on the basis of 
its number of residents. (Allocations of funding for the 
30 percent credit are governed by per-state limits on the 
issue of tax-exempt bonds.) In 2003, that funding was 
set at $1.75 per resident or a minimum value of $2 mil¬ 
lion per state; those amounts were adjusted for inflation 
in each subsequent year through 2017. In 2018, that 
funding formula would have provided $2.40 per resident 
or a minimum of nearly $3 million per state; however, 
under the 2018 Consolidated Appropriations Act, states 
will receive an additional 12.5 percent in funding in 
each year from 2018 through 2021. Thus, the staff of the 
Joint Committee on Taxation (JCT) estimates that the 
tax expenditure for the LIHTC would increase over time. 

Option 

This option would repeal the LIHTC starting in 2019, 
although real estate investors could continue to claim 
credits granted before 2019 until their eligibility expired. 

Effects on the Budget 

Repealing the LIHTC would increase revenues by 
$49 billion from 2019 through 2028, according to JCT’s 
estimates. Over that period, revenues would increase as 
the number of outstanding 10-year credits granted before 
2019 declined. 
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The estimate for this option is uncertain because three 
factors make it difficult to anticipate exactly when or 
whether LIHTCs will be used. First, states generally fail 
to allocate a small number of credits each year, and those 
credits are put to use in other states in the following year. 
Second, developers lose allocated credits if their projects 
are not completed and occupied by the end of the second 
calendar year after the credits are allocated. Third, once 
developers complete a project and it is occupied, inves¬ 
tors may delay their use of credits by one year. 

Other Effects 

One argument for repealing the LIHTC is that there are 
alternative ways to help people with low income obtain 
safe, affordable housing, generally at less cost to the 
government. For instance, the Ffousing Choice Voucher 
program—commonly referred to as Section 8 after 
the part of the legislation that authorized it—provides 
vouchers that help families pay rent for housing they 
choose, provided it meets minimum standards for habi¬ 
tation. The federal government sets limits on the amount 
of assistance provided by the vouchers. Such vouchers 
are typically less expensive for the government to pro¬ 
vide than LIFfTCs, primarily because in most housing 
markets where low-income households are situated, the 
costs of constructing a new building or substantially 


renovating an existing building are higher than the costs 
of simply using an existing building. (Other forms of 
federal housing assistance—project-based rental assis¬ 
tance and public housing—tend to be less expensive than 
the LIHTC for the same reason.) Further, people with 
very low income often cannot afford even the reduced 
rents in the set-aside units of LIHTC projects without 
additional subsidies. 

An argument against implementing the option is that 
landlords might be less willing to accept vouchers in 
areas experiencing growing strength in their housing 
markets. LIHTCs could be more effective at preserv¬ 
ing low-income housing in such areas because they are 
provided on the basis of 30-year contracts. In addition, 
by supporting the construction of new buildings and the 
substantial rehabilitation of existing buildings, LIHTCs 
can help improve neighborhoods. For example, some 
research suggests that the use of LIHTCs in blighted 
neighborhoods can increase property values near newly 
constructed buildings (Ellen and others 2007). However, 
because those benefits may be limited to the immediate 
neighborhoods, such projects might be more appropri¬ 
ately funded by local or state governments rather than 
the federal government. 


RELATED OPTIONS: Discretionary Spending, “Increase Payments by Tenants in Federally Assisted Housing” (page 182), “Reduce Funding 
for the Housing Choice Voucher Program or Eliminate the Program” (page 184) 

RELATED CBO PUBLICATIONS: Federal Housing Assistance for Low-Income Households (September 2015), www.cbo.gov/ 
publication/50782; An Overview of Federal Support for Housing (November 2009), www.cbo.gov/publication/4l219; The Cost- 
Effectiveness of the Low-Income Housing Tax Credit Compared With Housing Vouchers (April 1992), www.cbo.gov/publication/l6375 

WORK CITED: Ingrid Gould Ellen and others, “Does Federally Subsidized Rental Housing Depress Neighborhood Property Values T Journal 
of Policy Analysis and Management, vol. 26, no. 2 (Spring 2007), pp. 257-280, http://dx.doi.org/10.1002/pam.20247 
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Revenues—Option 29 

Increase All Taxes on Alcoholic Beverages to $16 per Proof Gallon and Index for Inflation 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Revenues 













Increase tax 

0 

5.4 

7.5 

7.8 

7.9 

7.9 

8.0 

7.9 

8.0 

8.1 

28.6 

68.4 

Increase tax and index for inflation 

0 

5.4 

7.8 

8.4 

8.9 

9.5 

10.0 

10.3 

10.8 

11.4 

30.5 

82.5 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2020. 


Background 

Alcoholic beverages are not taxed uniformly. Specifically, 
the alcohol content of beer and wine is taxed at a much 
lower rate than the alcohol content of distilled spirits. 

The 2017 tax act made a number of temporary changes 
to the taxation of alcoholic beverages. Those changes 
expire after December 31, 2019. Beginning in 2020, 
distilled spirits will be taxed at a flat rate of $13.50 per 
proof gallon. (A proof gallon denotes a liquid gallon that 
is 50 percent alcohol by volume.) A tax rate of $13.50 
per proof gallon translates to about 21 cents per ounce of 
pure alcohol. Beer will generally be subject to a tax rate 
of $18 per barrel, which is equivalent to about 10 cents 
per ounce of pure alcohol (under the assumption that 
the alcohol content of the beer is 4.5 percent). The excise 
tax on wine that is no more than 14 percent alcohol will 
be $1.07 per liquid gallon, or about 6 cents per ounce of 
pure alcohol (assuming an alcohol content of 13 per¬ 
cent). (Wines with high volumes of alcohol and spar¬ 
kling wines face a higher tax per gallon.) Through 2019, 
tax rates are generally lower for quantities of alcoholic 
beverages below certain thresholds for producers of all 
sizes. 

There are additional factors beyond those rate structures 
that affect how alcoholic beverages are taxed. Specific 
provisions of tax law can lower the effective tax rate 
for small quantities of beer and nonsparkling wine for 
certain small producers. Additionally, there is an exemp¬ 
tion from tax for small volumes of beer and wine that 
are produced for personal or family use. States and some 
municipalities also tax alcohol; those rates vary substan¬ 
tially and sometimes exceed federal rates. 


In 2017, federal collections from taxes on alcoholic 
beverages totaled about $ 11 billion. The Congressional 
Budget Office projects that if current law remained in 
place, after the expiration of the tax rate structure that 
currently applies to alcoholic beverages, receipts would 
grow by about 2 percent per year. 

Option 

This option consists of two alternatives. Both of those 
alternatives would take effect in January 2020. 

The first alternative would standardize the base on which 
the federal excise tax is levied by using the proof gal¬ 
lon as the measure for all alcoholic beverages. The tax 
rate would be raised to $16 per proof gallon, or about 
25 cents per ounce of alcohol. That alternative would 
also eliminate the provisions of tax law that lower effec¬ 
tive tax rates for small producers, thus making the tax 
rate equal for all producers and quantities of alcohol. 

A tax of $ 16 per proof gallon would raise the federal 
excise tax on a 750-milliliter bottle of distilled spirits 
from $2.14 to $2.54. The tax on a six-pack of beer at 
4.5 percent alcohol by volume would increase from 
33 cents to 81 cents, and the tax on a 750-milliliter 
bottle of wine with 13 percent alcohol by volume would 
increase from 21 cents to 82 cents. 

The second alternative would also raise the tax rate 
to $ 16 per proof gallon and eliminate the provisions 
that lower effective tax rates for small producers, but it 
would adjust, or index, the tax for the effects of inflation 
thereafter. 
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Effects on the Budget 

If implemented, the first alternative of this option would 
increase revenues by $68 billion from 2020 through 
2028, the staff of the Joint Committee on Taxation 
(JCT) estimates. Indexing the tax for inflation under the 
second alternative would raise revenues by an additional 
$14 billion, for a total of $83 billion over the same 
period, according to JCT’s estimates. 

The higher excise tax would reduce taxable business and 
individual income. The resulting reduction in income 
and payroll tax receipts would partially offset the increase 
in excise taxes. The estimates for the option reflect that 
income and payroll tax offset. Furthermore, research 
shows that when alcohol costs more, it is consumed less. 
Therefore, increasing the tax on alcohol would contribute 
to a decline in consumption, which would also reduce 
revenues. That effect is reflected in the estimate. 

The estimates for this option are uncertain because both 
the underlying projection of alcohol consumption and 
the estimated response to the change in the tax rate are 
uncertain. The underlying projection of alcohol con¬ 
sumption over the next decade is uncertain because 
it depends on how taxpayers will respond to tempo¬ 
rary changes in tax rates occurring under current law. 
Similarly, the estimates depend on how taxpayers would 
respond to the permanent changes in tax rates intro¬ 
duced with this option. Those estimated responses are 
based on observed past responses to changes in the tax 
rate; those responses might differ from the response to 
the changes considered here. 

Other Effects 

Research shows that the consumption of alcohol creates 
costs for society that are not reflected in the pretax price 
of alcoholic beverages. Examples of those external costs 
include spending on health care that is related to alco¬ 
hol consumption and covered by the public, losses in 
productivity stemming from alcohol consumption that 
are borne by entities or individuals other than the con¬ 
sumer, and the loss of lives and property that results from 
alcohol-related accidents and crime. One argument in 


favor of raising excise taxes on alcoholic beverages is that 
doing so would not only reduce alcohol use—and thus 
the external costs of that use—but also make consumers 
of alcoholic beverages pay a larger share of such costs. 

Moreover, reducing alcohol consumption through 
increased excise taxes might be desirable, regardless of 
the effect on external costs, if lawmakers believe that 
consumers underestimate the harm they do to them¬ 
selves by drinking. Heavy drinking is known to cause 
organ damage and cognitive impairment, and the link 
between highway accidents and drinking, which is espe¬ 
cially strong among young drivers, is well documented. 
Substantial evidence also indicates that the use of alcohol 
at an early age can lead to heavy consumption later 
in life. When deciding how much to drink, people— 
particularly young people—may not adequately consider 
such long-term risks to their health. However, many 
other choices that people make—for example, to con¬ 
sume certain types of food or engage in risky sports—can 
also lead to health damage, and those activities are not 
taxed. 

An increase in taxes on alcoholic beverages would have 
disadvantages as well. It would make a tax that is already 
regressive—one that takes up a greater percentage of 
income for low-income families than for middle- and 
upper-income families—even more so. In addition, 
it would affect not only problem drinkers but also 
drinkers who impose no costs on society and who thus 
would be unduly penalized. Furthermore, higher taxes 
would reduce consumption by some moderate drinkers. 
Evidence on the health effects of moderate drinking is 
mixed, but some studies have found moderate consump¬ 
tion to have health benefits and increase life expectancy. 

In the longer term, changes in health and life expectancy 
resulting from reduced alcohol consumption would 
probably affect spending on federal health care, disabil¬ 
ity, and retirement programs. However, such changes in 
health and longevity potentially go in opposite directions 
for moderate and heavy drinkers, so the direction and 
magnitude of changes in spending are uncertain. 


RELATED OPTION: Revenues, “Increase the Excise Tax on Tobacco Products by 50 Percent” (page 280) 

RELATED CBO PUBLICATION: Raising the Excise Tax on Cigarettes: Effects on Health and the Federal Budget (June 2012), www.cbo.gov/ 
publication/43319 
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DECEMBER 2018 


Revenues—Option 30 

Increase the Excise Tax on Tobacco Products by 50 Percent 


Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Mandatory Outlays 

* 

* 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.1 

-0.3 

-0.9 

Change in Revenues 

3.5 

4.6 

4.3 

4.3 

4.2 

4.2 

4.1 

4.0 

3.9 

3.9 

20.9 

41.0 

Decrease (-) in the Deficit 

-3.5 

-4.6 

-4.4 

-4.4 

-4.3 

-4.3 

-4.2 

-4.1 

-4.0 

-4.0 

-21.2 

-41.9 


Sources: Staff of the Joint Committee on Taxation; Congressional Budget Office. 
This option would take effect in January 2019. 

* = between -$50 million and zero. 


Background 

Both the federal government and state governments 
tax tobacco products. In 2018, the federal excise tax 
on cigarettes was just under $1.01 per pack, and the 
average state excise tax on cigarettes was $1.75 per 
pack. In addition, settlements that the major tobacco 
manufacturers reached with state attorneys general in 
1998 require the manufacturers to pay about 60 cents 
per pack in fees. Together, those federal and state taxes 
and fees total $3.36 per pack of cigarettes, on average. 
Other tobacco products are also taxed, including cigars, 
pipe tobacco, and roll-your-own tobacco. Large cigars are 
taxed at 52.75 percent of the manufacturer’s sales price, 
with a maximum tax of 40.26 cents per cigar. Pipe and 
roll-your-own tobacco are taxed at $2.83 and $24.78 per 
pound, respectively. 

Collections from federal taxes on tobacco products 
totaled $14 billion in 2017. It is estimated that about 
16 percent of adults are currently smokers, but the 
Congressional Budget Office projects that tobacco 
consumption will decline over the next decade, causing 
receipts to fall by about 2 percent per year over that time. 

Option 

This option would make several changes to the federal 
excise taxes on tobacco products. It would raise the 
tax on pipe tobacco to equal that for roll-your-own 
tobacco—from $2.83 to $24.78 per pound. It would 
also set a minimum tax rate on large cigars equal to the 
tax rate on cigarettes. In addition to those changes, the 
option would raise the federal excise tax on all tobacco 
products by 50 percent beginning in 2019. As a result, 


the federal tax on cigarettes would increase to about 
$1.51 per pack in that year. 

Effects on the Budget 

CBO and the staff of the Joint Committee on Taxation 
estimate that the option would reduce deficits by 
$42 billion from 2019 to 2028: Revenues would rise by 
$41 billion, and outlays would decline by almost $ 1 bil¬ 
lion. The decrease in outlays would mainly result from 
reduced spending for Medicaid and Medicare. 

The higher excise tax would reduce taxable business and 
individual income. The resulting reduction in income 
and payroll tax receipts would partially offset the increase 
in excise taxes. The estimates for the option reflect that 
income and payroll tax offset. 

Increasing the tax on tobacco would contribute to 
a decline in smoking rates, which would reduce the 
amount of excise taxes raised by the option. The estimate 
incorporates that reduction. The decline in smoking 
rates would also lead to improvements in health and an 
increase in longevity. Although the budgetary impact of 
raising the excise tax on cigarettes would stem largely 
from the additional revenues generated by the tax (net of 
the reductions in income and payroll taxes noted above), 
changes in health and longevity also would affect federal 
outlays and revenues. 

Improvements in the health status of the population 
would reduce the federal government’s per-beneficiary 
spending for health care programs, which would initially 
reduce outlays for those programs. But that reduction in 
outlays would erode over time because of the increase in 
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longevity. A larger elderly population would place greater 
demands on federal health care and retirement programs 
in the future. The effect of greater longevity on federal 
spending would eventually outweigh the effect of lower 
health care spending per beneficiary, and federal outlays 
would be higher after that than they are under current law. 

The improvements in health would also raise revenues by 
reducing people’s premiums for private health insurance. 
That increase in revenues would occur mainly because 
the reduction in employers’ contributions to health 
insurance premiums, which are not subject to income or 
payroll taxes, would ultimately be passed on to work¬ 
ers in the form of higher taxable compensation. That 
increase in taxable compensation would increase income 
and payroll tax revenues. 

The estimate for this option is uncertain because both 
CBO’s underlying projection of tobacco consumption 
and the estimated response to the change in the tax rate 
are uncertain. The estimate of how taxpayers would 
respond to the increase in tobacco taxes is based on 
observed past responses to changes in the tax rate, which 
might differ from responses to the changes considered 
here. 

Other Effects 

One argument for raising the excise tax on tobacco is 
that tobacco consumers may underestimate the addictive 
power of nicotine and the harm that smoking causes. 
Teenagers in particular may not have the perspective 
necessary to evaluate the long-term effects of smoking. 
Extensive research shows that smoking causes a variety of 
diseases, including many types of cancer, cardiovascular 
diseases, and respiratory illnesses. Tobacco use is con¬ 
sidered to be the largest preventable cause of early death 
in the United States. Raising the tax on tobacco would 
reduce the number of smokers, thereby reducing the 
damage that people would do to their long-term health. 
CBO estimates that a 50 percent increase in the excise 
tax would cause smoking rates to fall by roughly 3 per¬ 
cent, with younger smokers being especially responsive 


to higher cigarette prices. Smoking rates would remain 
lower in the future than they are expected to be under 
current law because a smaller share of future generations 
would take up smoking. However, many other choices 
that people make—for example, to consume certain 
types of food or engage in risky sports—also can lead to 
health damage, and those activities are not taxed. Also, 
studies on how people view the risks of smoking have 
yielded inconsistent results, with some research con¬ 
cluding that people underestimate those risks and other 
research finding the opposite. 

Another argument for raising the excise tax on tobacco 
products is that smokers impose costs on nonsmok¬ 
ers that are not reflected in the pretax cost of tobacco. 
Those costs, which are known as external costs, include 
the damaging effects that tobacco smoke has on the 
health of nonsmokers and the higher health insurance 
premiums and greater out-of-pocket expenses that 
nonsmokers incur as a result. The higher tax would lead 
to improvements in health not only among smokers 
themselves but also among nonsmokers, who would no 
longer be exposed to secondhand smoke. Those improve¬ 
ments in health would, in turn, increase the longevity 
of nonsmokers as well as smokers. However, other 
approaches—aside from taxes—can reduce the external 
costs of smoking or make individual smokers bear at least 
some of those costs. For example, many local govern¬ 
ments prohibit people from smoking inside restaurants 
and office buildings. 

An argument against raising the tax on tobacco products 
concerns the regressive nature of that tax, which takes 
up a larger percentage of the earnings of lower-income 
families than of middle- and upper-income families. The 
greater burden of the tobacco tax on people with lower 
income occurs partly because lower-income people are 
more likely to smoke than are people from other income 
groups and partly because the amount that smok¬ 
ers spend on cigarettes does not rise appreciably with 
income. 


RELATED OPTION: Revenues, “Increase All Taxes on Alcoholic Beverages to $ 16 per Proof Gallon and Index for Inflation” (page 278) 

RELATED CBO PUBLICATION: Raising the Excise Tax on Cigarettes: Effects on Health and the Federal Budget (June 2012), www.cbo.gov/ 
publication/43319 
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DECEMBER 2018 


Revenues—Option 31 

Increase Excise Taxes on Motor Fuels and Index for Inflation 


Total 

2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Revenues 













Increase the tax rates by 15 cents 

15.2 

21.9 

22.7 

23.5 

24.2 

25.0 

25.6 

25.8 

26.2 

26.9 

107.5 

237.1 

Increase the tax rates by 35 cents 

35.1 

50.2 

51.3 

52.2 

53.1 

54.0 

54.7 

54.4 

54.6 

55.3 

241.9 

514.9 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

Since 1993, federal excise tax rates on traditional motor 
fuels have been set at 18.4 cents per gallon of gasoline 
and 24.4 cents per gallon of diesel fuel. The revenues 
from those taxes are credited to the Highway Trust Fund 
to pay for highway construction and maintenance as 
well as for investment in mass transit. (A portion of the 
fuel tax—0.1 cent per gallon—is credited to the Leaking 
Underground Storage Tank Trust Fund.) Those tax rates 
are not adjusted for inflation; if they were, in 2019, they 
would be approximately 15 cents higher. 

In 2017, revenues from the federal excise taxes on gasoline 
and diesel totaled $35.8 billion. Those revenues were gener¬ 
ated from the sale of 184.7 billion gallons of motor fuels— 
an average of about 832 gallons per registered driver. In the 
Congressional Budget Offices 10-year economic projec¬ 
tions, revenues from gasoline and diesel taxes decline at a 
rate of about 1 percent per year. Factors contributing to 
that projected decline include rising vehicle fuel economy 
(resulting from the increasing stringency of the federal 
Corporate Average Fuel Economy standards) and a slow 
rate of growth in the total miles traveled by vehicles. 

Option 

This option consists of two alternative increases in the 
excise tax rates on motor fuels. Under the first alterna¬ 
tive, federal excise tax rates on gasoline and diesel fuel 
would be increased by 15 cents per gallon. Under the 
second alternative, those tax rates would be increased 
by 35 cents per gallon. Under each alternative, the tax 
would be indexed for inflation each year. 

Effects on the Budget 

According to estimates by the staff of the Joint 
Committee on Taxation (JCT), the first alternative 


would increase revenues by $237 billion from 2019 
through 2028; the second alternative would increase 
revenues by $515 billion. 

The higher excise taxes would reduce taxable business 
and individual income. The resulting reduction in 
income and payroll tax receipts would partially offset 
the increase in excise taxes. The estimates for the option 
reflect that income and payroll tax offset. 

The revenue estimates also reflect drivers’ anticipated 
responses to higher fuel taxes: By increasing the retail 
prices of motor fuels, the taxes would reduce fuel 
consumption (relative to what it would otherwise have 
been) both by discouraging driving and by encour¬ 
aging the purchase of more fuel-efficient vehicles. 
Because the second alternative would be more salient 
to consumers, it would provoke greater responses, 
causing steeper reductions in fuel consumption. That 
is why, although the 35-cent tax increase is 2.3 times 
greater than the 15-cent increase, the revenues from 
the larger tax would be less than 2.3 times the revenues 
from the smaller tax. 

The estimates for this option are uncertain because both 
the underlying projection of fuel use and the estimated 
responses to the change in the tax rates are uncertain. 

The projection of fuel use relies on CBO’s projections of 
fuel economy and transportation choices under current 
law, and those projections are inherently uncertain. The 
estimates also rely on estimates of how individuals would 
respond to changes in the price of transportation result¬ 
ing from increases in fuel taxes. Those estimates are based 
on observed responses to prior changes in taxes, which 
might differ from the responses to the fuel tax changes 
considered here. 
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Other Effects 

One argument for increasing excise taxes on motor fuels 
is that the rates currently in effect are not sufficient to 
fully fund the federal government’s spending on high¬ 
ways and transit. That spending has exceeded annual 
revenues from the fuel tax in every year since 2000. 
Federal tax rates on motor fuels were last increased in 
1993; since then, the costs of labor and materials for 
maintaining and building highways and transit infra¬ 
structure have grown. CBO projects that if current law 
remained in place, a transfer of general revenues from the 
Treasury to the Highway Trust Fund authorized by the 
Fixing Americas Surface Transportation Act would allow 
the fund to meet its obligations through 2020, but not 
in later years. For many years, the Congress has directed 
that roughly 80 percent of the taxes on motor fuels be 
credited to the trust fund’s highway account and roughly 
20 percent to its transit account. If those proportions 
remained the same under this option, and if funding for 
highways and transit was indexed for inflation, both of 
these alternatives would enable the Highway Trust Fund 
to meet its obligations through 2028 and beyond. 

A second argument in favor of the option is that when 
users of highway infrastructure are charged according 
to the marginal (or incremental) costs of their use— 
including the “external costs” that such use imposes on 
society—economic efficiency is promoted. Some of the 
external costs—those associated with climate change and 
dependence on foreign oil—are directly related to the 
amount of motor fuel consumed. Imposing excise taxes 
on fuel therefore creates incentives to use highways and 
mass transit systems more efficiently. Because current 
fuel taxes do not cover those marginal costs, raising 
fuel tax rates would more accurately reflect the external 
costs created by the consumption of motor fuel. The 
second alternative would have a greater impact than the 
first because increasing the tax rate by a greater amount 
would create stronger incentives for taxpayers to drive 
less and to purchase more fuel-efficient vehicles. A fur¬ 
ther argument for the option is that increasing excise tax 


rates on motor fuels would incur relatively low collection 
costs because such taxes are already being collected. 

An argument against this option is that because the two 
largest external costs of motor vehicle travel—traffic con¬ 
gestion and pavement damage—are not directly related 
to fuel use, it might be more economically efficient to 
adopt policies based on measurable factors that are more 
closely related to those costs. For example, imposing 
tolls or charging fees for driving at specific times in given 
areas would be more direct ways to alleviate congestion. 
Similarly, a levy on the number of miles driven by heavy 
trucks, reflecting their weight per axle, would more 
directly address the costs of pavement damage. However, 
creating the systems necessary to administer a tax on the 
number of vehicle miles traveled would be much more 
complex than increasing the existing excise taxes on fuels. 
Moreover, because fuel consumption has some external 
costs that do not depend on the number of miles trav¬ 
eled, maximizing economic efficiency would still require 
taxes on motor fuels. 

Some other arguments against raising the tax rates on 
motor fuels involve issues of fairness. Such taxes impose 
a proportionally larger burden, as a share of income, 
on middle- and lower-income households (particularly 
those not well served by public transit) than they do 
on upper-income households. Those taxes also impose 
a disproportionate burden on rural households because 
the benefits of reducing vehicle emissions and conges¬ 
tion are greatest in densely populated, mostly urban, 
areas. They also disproportionately burden drivers of 
conventional gasoline- or diesel-powered vehicles, as 
drivers of battery-assisted or fully electric vehicles pay 
little or nothing in fuel taxes. Finally, to the extent that 
the trucking industry passed on the higher cost of fuel to 
consumers (in the form of higher prices for transported 
retail goods, for instance), those higher prices would 
increase the relative burden on low-income households, 
which spend a larger share of their income (compared 
with higher-income households) on food, clothing, and 
other transported goods. 


RELATED OPTION: Revenues, “Impose an Excise Tax on Overland Freight Transport” (page 284) 

RELATED CBO PUBLICATIONS: Approaches to Making Federal Highway Spending More Productive (February 2016), www.cbo.gov/ 
publication/50150; testimony of Chad Shirley, Deputy Assistant Director of Microeconomic Studies, before the House Committee on 
Ways and Means, The Status ofthe Highway Trust Fund and Optionsfor Paying for Highway Spending (June 2015), www.cbo.gov/ 
publication/50298; How Would Proposed Fuel Economy Standards Affect the Highway Trust Fund? (May 2012), www.cbo.gov/ 
publication/43198; Alternative Approaches to Funding Highways (March 2011), www.cbo.gov/publication/22059; Effects of Gasoline 
Prices on Driving Behavior and Vehicle Markets (January 2008), www.cbo.gov/publication/4l657 
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DECEMBER 2018 


Revenues—Option 32 

Impose an Excise Tax on Overland Freight Transport 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

23.2 

35.3 

35.8 

36.3 

36.8 

37.4 

38.1 

38.0 

38.3 

39.0 

167.4 358.3 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

Existing federal taxes related to overland freight transport 
consist of a tax on diesel fuel; excise taxes on new freight 
trucks, tires, and trailers; and an annual heavy-vehicle use 
tax. Revenues from those taxes are largely credited to the 
Highway Trust Fund, which finances road construction 
and maintenance and mass transit. Rail carriers, which 
generally operate on infrastructure they own and main¬ 
tain, are currently exempt from the diesel fuel tax, other 
than an assessment of 0.1 cent per gallon for the Leaking 
Underground Storage Tank Trust Fund. 

The Fixing America’s Surface Transportation Act of 
2015 established national policies to improve the move¬ 
ment of freight and provided funds from the Highway 
Trust Fund for two programs that focus on freight. It 
did not, however, establish any new revenue sources for 
the fund. Under current law, the Highway Trust Fund 
cannot incur negative balances. As a result, with its exist¬ 
ing revenue sources, the trust fund will not be able to 
support spending at current levels (with adjustments for 
inflation) beyond 2020, the Congressional Budget Office 
estimates. 

Overland freight transport is largely carried out by 
heavy-duty trucks—Class 7 and above in the Federal 
Highway Administration’s (FHWA) classification 
system—or by rail. In 2015, FHWA estimated that 
tractor-trailer trucks (above Class 7) were driven about 
175 billion miles, whereas single-unit trucks (including 
Class 7 and many smaller trucks that are not considered 
heavy-duty trucks) were driven about 110 billion miles. 
(Both totals include miles traveled without freight pay- 
loads.) Freight railcars traveled a total of about 36 billion 
miles in 2015, including unladen miles. Total freight 
transport by both truck and rail is projected to increase 
over time as the economy expands. 


Option 

This option would impose a new tax on freight trans¬ 
port by truck and rail. The tax would be 30 cents per 
mile on freight transport by heavy-duty trucks. Under 
the option, freight transport by rail would be subject to 
a tax of 12 cents per mile (per railcar). The tax would 
not apply to miles traveled by trucks or railcars without 
cargo. 

Effects on the Budget 

According to the staff of the Joint Committee on 
Taxation, the option would increase federal revenues by 
$358 billion from 2019 through 2028. The excise tax 
would reduce taxable business and individual income. 
The resulting reduction in income and payroll tax 
receipts would partially offset the increase in excise taxes. 
The estimates for the option reflect that income and 
payroll tax offset. 

Carriers would respond to the new taxes in two ways 
that lower the estimated change in revenues by relatively 
small amounts. First, both taxes would increase shipping 
costs, which would slightly reduce the total amount 
of freight shipped because some shipments would no 
longer be profitable. Second, the relatively higher tax 
rate on truck transport would induce some shippers to 
shift a small portion of their freight business from truck 
to rail. The option could also induce shippers to shift a 
small amount of freight from either mode of transport to 
barge. 

The amount of revenues raised through the tax would 
depend on the number of miles over which freight is 
transported by truck and rail in the future, which is 
uncertain for several reasons. The amount of freight 
shipped, the distances traveled, and shippers’ choices of 
modes of transport are uncertain because they depend on 
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developments in technology and economic conditions 
over the next decade, which are themselves uncertain. In 
addition, there is uncertainty surrounding how carriers 
would respond to the tax. The timing and amount of 
revenues raised by the tax would also depend on deci¬ 
sions about how to implement and administer it. 

Other Effects 

One argument for imposing an excise tax on freight 
transport is that it would promote economic efficiency. 
Freight transport imposes costs on society (known as 
external costs), including pavement damage, congestion, 
accidents, and emissions of air pollutants. The higher 
tax rate on truck transport is based on estimates of those 
external costs, which are higher for trucks than for rail- 
cars. An alternative approach to reducing those external 
costs would be increasing the fuel tax, which would 
better target emissions of air pollutants. However, impos¬ 
ing a tax on freight miles would more directly reduce 
the external costs of pavement damage, congestion, and 
accidents. 


An argument against this option is that it would be more 
costly to administer than is the federal tax on diesel 
fuel—a primary source of funding for highway con¬ 
struction and maintenance. The option would require 
that carriers report their miles traveled and that systems 
be developed to collect the taxes and audit the reported 
distances. 

An additional argument against this option is that the 
tax would probably be passed on to consumers through 
increases in the price of final goods. For many types 
of goods, the price increase would be relatively small 
because freight transport accounts for less than 5 per¬ 
cent of the cost of the merchandise. Even so, because 
lower-income consumers spend a larger fraction of their 
income on goods, the tax would be regressive—that is, 
it would be more burdensome for consumers with fewer 
economic resources than it would be for those with more 
economic resources. 


RELATED OPTION: Revenues, “Increase Excise Taxes on Motor Fuels and Index for Inflation” (page 282) 

RELATED CBO PUBLICATIONS: David Austin, Pricing Freight Transport to Account for External Costs, Working Paper 2015-03 
(March 2015), www.cbo.gov/pxib\ica.tion/500^9, Alternative Approaches to Funding Highways (March 2011), www.cbo.gov/ 
publication/22059; Spending and Funding for Highways (January 2011), www.cbo.gov/publication/22003; Using Pricing to Reduce 
Traffic Congestion (March 2009), www.cbo.gov/publication/2024l 
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Revenues—Option 33 

Impose Fees to Cover the Costs of Government Regulations and Charge for Services Provided to the 
Private Sector 


Billions of Dollars 


Change in Revenues 

Change in Revenues 

Change in Revenues 

Change in Revenues 

Change in Revenues 

Change in Revenues 

Change in Spending 
Budget authority 
Outlays 

Decrease (-) in the Deficit 


Total 

2019- 2019- 

2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2023 2028 

Establish Fees on Users of the St. Lawrence Seaway 

0 ********* 0.1 0.3 

Increase Fees Charged to Industries to Recover the Full Costs of Registering Pesticides and Chemicals 

0 * * 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.6 

Charge Fees to Offset the Costs of Federal Rail-Safety Activities 

0 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.7 1.8 

Charge Transaction Fees to Fund the Commodity Futures Trading Commission 

0 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.8 2.0 

Assess New Fees to Cover the Costs of the Food and Drug Administration’s Reviews of Advertising and 
Promotional Materials for Prescription Drugs and Biological Products 

0 ********** 0.1 

Collect New Fees for Activities of the Food Safety and Inspection Service 

0 0.8 0.9 0.9 0.9 1.0 1.0 1.0 1.0 1.1 3.5 8.6 

Set Grazing Fees for Federal Lands on the Basis of the Formulas Used to Set Fees for State-Owned Lands 

0 ********* * - 0.2 
0 ********** - 0.2 

Total 

0 -1.1 -1.4 -1.4 -1.5 -1.6 -1.6 -1.6 -1.6 -1.7 -5.4 -13.5 


This option would take effect in October 2019. 

Fees collected under this option could be recorded in the budget as offsetting collections (discretionary), offsetting receipts (usually mandatory), or 
revenues, depending on the specific legislative language used to establish them. For this option, the Congressional Budget Office categorized changes 
to fees that arise from the use of the government’s sovereign power as changes to revenues, even if the agency was directed to record existing fees as 
offsetting collections or offsetting receipts. 

* = between -$50 million and $50 million. 


Background 

The federal government imposes regulations on individ¬ 
uals and businesses to ensure the health and safety of the 
public and workers in regulated industries and to facili¬ 
tate commerce. It also provides the private sector with a 
wide array of services and allows the use of public assets 
that have economic value, such as navigable waterways 


and grazing lands. To cover the costs of enforcing those 
regulations and to ensure that it receives compensation 
for the services that it provides, the government could 
impose a number of fees or increase existing ones. Those 
fees could be collected by several federal agencies and 
through various programs. 
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Option 

This option would increase some existing fees and 

impose some new ones. Among the changes the govern¬ 
ment could make are the following: 

■ Establish fees on users of the St. Lawrence 
Seaway. The fee would offset appropriated funds 
for operations and maintenance of the seaway (a 
waterway that extends from the Atlantic Ocean to 
the Great Lakes) and would be equal to 100 percent 
of the adjusted appropriations in the Congressional 
Budget Office’s baseline for the 2020-2028 period. 
(That amount is estimated by adjusting current-year 
appropriations by a measure of inflation.) 

■ Increase fees charged to industries to recover the 
full costs of registering pesticides under the federal 
Insecticide, fungicide, and Rodenticide Act and 
registering chemicals under the Toxic Substances 
Control Act. The current fees cover less than half 
of the Environmental Protection Agency’s (EPA’s) 
administrative costs of registering pesticides and 
chemicals. The higher fees, phased in over three years 
beginning in 2020, would offset appropriated funds 
for those administrative costs and would be equal 

to about 70 percent of the adjusted appropriations 
in CBO’s baseline for the 2020-2028 period. (That 
amount is estimated by adjusting current-year 
appropriations by a measure of inflation.) 

■ Charge fees to offset the costs of federal rail-safety 
activities (such as safety inspections of tracks and 
equipment as well as accident investigations). 

The fees would offset appropriated funds for rail 
safety and would be equal to 100 percent of the 
adjusted appropriations in CBO’s baseline for the 
2020-2028 period. (That amount is estimated by 
adjusting current-year appropriations by a measure of 
inflation.) 

■ Charge transaction fees to fund the Commodity 
Futures Trading Commission. The fees would be 
assessed on futures, options, and swaps contracts and 
set to recover the commission’s costs. 

■ Assess new fees to cover the costs of the Food and 
Drug Administration’s reviews of advertising and 
promotional materials for prescription drugs and 
biological products. Fees would fund the current 
workload associated with regulating the promotion 


of those products to physicians and the advertising 
of those products directly to consumers. The 
Secretary of Flealth and Human Services would set 
the new fees, which would apply by product or by 
advertisement. 

■ Collect new fees for activities of the Food Safety 
and Inspection Service. Those fees would offset 
appropriated funds for inspection activities and would 
be equal to about 95 percent of the appropriations 

in CBO’s baseline for the 2020-2028 period. (That 
amount is estimated by adjusting current-year 
appropriations by a measure of inflation.) 

■ Set grazing fees for federal lands on the basis of the 
state-determined formulas used to set grazing fees for 
state-owned lands. The federal grazing fee for 2018 is 
$1.41 per animal unit month (the amount of forage 
required by one cow and a calf for one month). This 
option would result in an average fee of about $5 per 
animal unit month. 

Those changes are illustrative of the types of services 
or regulatory activities provided by the government for 
which fees could be charged or increased. 

Effects on the Budget 

If all fees considered here were implemented, they would 
increase income to the government by $14 billion from 
2019 through 2028. For the fees included in this option 
that increase revenues, the estimate includes an income 
and payroll tax offset. That offset reflects the fact that 
the fee would reduce taxable business and individual 
income. The resulting reduction in income and payroll 
tax receipts would partially offset the revenues generated 
by the fee. 

Lawmakers could achieve lower savings by establishing 
fees that offset only part of the federal costs associated 
with implementing the regulations or providing the 
services considered here. Lawmakers could achieve 
higher savings by adjusting those fees to more than offset 
federal costs, but that change would alter the nature of 
the option. The government’s savings would be propor¬ 
tionally more for higher fees or less for lower fees, CBO 
expects. 

Government income from this option would tend to 
increase over the next several years. Some of the changes 
would take time to implement—either because they 
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would be phased in over time by design or because they 
would advance through the federal rulemaking process. 

Changes in fees might alter the behavior of people 
subject to increased costs, and those responses would 
introduce uncertainty about the effects of the changes on 
the federal budget. For example, charging fees to offset 
the costs of federal rail-safety activities could prompt a 
shift of freight traffic to other modes of transportation, 
such as trucking. CBO projects that a limited share of 
freight traffic would shift away from rail, but that share 
could grow over time. In contrast, in CBO's assessment, 
new fees for activities of the Food Safety and Inspection 
Service would not affect industry behavior because pro¬ 
ducers cannot market products unless they are subject to 
inspection. 

Whether the fees included in this option were recorded 
as revenues or as collections that are subtracted from 
discretionary or mandatory spending would depend on 
the nature of the fees and the terms of the legislation 
that imposed them. Most of the fees listed in this option 
would typically be classified as revenues in accordance 
with the guidance provided by the 1967 President’s 
Commission on Budget Concepts. That guidance indi¬ 
cates that receipts from a fee that is imposed under the 
federal government’s sovereign power should generally 
be recorded as revenues. Flowever, lawmakers sometimes 
make the collection of fees subject to appropriation 
action; in those cases, the fees would be recorded as 
offsets to spending rather than as revenues. 

Other Effects 

An argument for implementing user fees is that pri¬ 
vate businesses would cover more of the costs of doing 


business, including the costs of ensuring the safety of 
their activities and products. That change would lead to 
a more efficient allocation of resources because busi¬ 
nesses would make decisions based on a more complete 
assessment of costs. Currently, some of those costs—the 
Federal Railroad Administration’s costs for rail-safety 
activities and the EPA’s costs to register pesticides 
and chemicals, for example—are borne by the federal 
government. 

Another argument in favor of this option is that the 
private sector would compensate the government for a 
greater share of the market value of services that benefit 
businesses (such as the operation and maintenance of 
the St. Lawrence Seaway) and for using or acquiring 
resources on public lands (such as grasslands for grazing). 
If consumers highly value the products and services that 
businesses provide, those businesses should be able to 
charge prices that cover all of their costs. 

An argument against setting fees to cover the costs of 
regulation and recover the value of public services and 
resources is that some of the products and services pro¬ 
vided by private businesses benefit people who neither 
produce nor consume those products and services. Thus, 
it is both fair and efficient for taxpayers to subsidize the 
provision of those benefits. For example, by lowering 
the cost of rail transportation, taxpayers’ support for 
rail-safety activities reduces highway congestion and 
emissions of greenhouse gases. Similarly, support for the 
registration of new chemicals reduces the use of older 
chemicals, which may be more damaging to public 
health and to the environment. 
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Revenues—Option 34 

Impose a 5 Percent Value-Added Tax 

Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Revenues 













Apply a 5 percent VAT to a broad 
base 

0 

200 

310 

320 

330 

340 

360 

360 

370 

380 

1,160 

2,970 

Phase in a 5 percent VAT to apply to 
the same broad base 

0 

40 

100 

170 

240 

320 

350 

360 

370 

380 

550 

2,330 

Apply a 5 percent VAT to a narrow 
base 

0 

130 

200 

210 

210 

220 

230 

230 

240 

250 

750 

1,920 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2020. 


Background 

A value-added tax (VAT) is a type of consumption tax 
that is levied on the incremental increase in value of a 
good or service at each stage of the supply chain, until 
the full tax is paid by the final consumer. Although the 
United States does not have a broad consumption-based 
tax, federal excise taxes are imposed on the purchase of 
several goods (gasoline, alcohol, and tobacco products, 
for example). In addition, most states impose sales taxes, 
but, unlike a VAT, those are levied on the total value of 
goods and services sold. 

More than 140 countries—including all members 
of the Organisation for Economic Co-operation and 
Development (OECD) except for the United States— 
have adopted VATs. The tax bases and rate structures of 
VATs differ greatly among countries. Most European 
countries have implemented VATs with a narrow tax base 
that excludes certain categories of goods and services, 
such as food, education, and health care. In Australia 
and New Zealand, the VAT has a much broader tax 
base, with exclusions generally limited only to those 
goods and services for which it is difficult to determine a 
value. In 2017, the average national VAT rate for OECD 
countries was 19.2 percent, ranging from 5 percent in 
Canada to 27 percent in Hungary. All OECD countries 
that impose a VAT also collect revenues from taxes on 
individual and corporate income. 

In 2017, the personal consumption expenditures of U.S. 
households amounted to about $13.3 trillion. Two-thirds 


of that amount was spent on services, and the remaining 
one-third was spent on goods. Spending on housing and 
health care services accounted for more than half of the 
total consumption of services. Spending on nondurable 
goods—particularly food and beverages sold for con¬ 
sumption off-premises and pharmaceutical and other 
medical products—accounted for about two-thirds of 
the total consumption of goods. 

Option 

This option consists of three alternatives. Each of the 
alternatives would become effective on January 1, 

2020—a year later than most of the other revenue 
options presented in this volume—to provide the Internal 
Revenue Service time to set up and administer the tax. 

The first alternative would apply a 5 percent VAT to a 
broad base that would include most goods and services. 
Certain goods and services would be excluded from the 
base because their value is difficult to measure. Those 
include financial services without explicit fees, existing 
housing services, primary and secondary education, and 
other services provided by government agencies and 
nonprofit organizations for a small fee or at no cost. 
(Existing housing services encompass the monetary rents 
paid by tenants and rents imputed to owners who reside 
in their own homes. Although existing housing services 
would be excluded under this alternative, a tax on the 
purchase of new residential housing would cover all 
future consumption of housing services.) Government- 
reimbursed expenditures for health care—primarily 
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costs paid by Medicare and Medicaid—would also 
be excluded from the tax base. Accounting for those 
exclusions, the tax base would encompass approximately 
66 percent of household consumption in 2020. 

The second alternative would gradually introduce a 
5 percent YAT to the same broad base. The VAT would 
be phased in over five years, starting at 1 percent in 2020 
and increasing by 1 percentage point each year. 

The third alternative would apply a 5 percent VAT to 
a narrower base and would, like the first alternative, 
become fully effective in 2020. In addition to those 
items excluded under the broad base, the narrow base 
would exclude certain goods and services that are con¬ 
sidered necessary for subsistence or that provide broad 
social benefits—specifically, new residential housing, 
food purchased for home consumption, health care, and 
postsecondary education. Accounting for those exclu¬ 
sions, the tax base would encompass about 42 percent of 
household consumption in 2020. 

Each alternative would employ the “credit-invoice 
method,” which is the most common method used by 
other countries to administer a VAT. Under that method, 
at each point in the production process, the total value of 
a business’s sales of a particular product or service would 
be taxed, and the business would claim a credit for the 
taxes paid on the purchased inputs—such as materials 
and equipment—used to make the product or provide 
the service. 

Certain goods and services could be either “zero-rated” 
(that is, taxed at a rate of zero percent) or exempt from 
the VAT; in either case, no VAT would be levied on the 
purchased items. If a purchased item was zero-rated, the 
seller could still claim a credit for the VAT that had been 
paid on the production inputs. By contrast, if a purchased 
item was exempted, the seller would not be able to claim 
a credit for the VAT paid on the production inputs. 

Under all of the alternatives, primary and secondary 
education and other noncommercial services provided by 
government or nonprofit organizations for a small fee or 
at no cost would be zero-rated, and financial services and 
existing housing services would be exempt from the VAT. 
In addition, under the third alternative, food purchased 
for home consumption, new housing services, health 
care, and postsecondary education would be zero-rated. 


Effects on the Budget 

The staff of the Joint Committee on Taxation (JCT) 
estimates that, if implemented, the first alternative 
would increase federal revenues by $3.0 trillion from 
2020 through 2028. The second and third alternatives 
would raise revenues by $2.3 trillion and $1.9 trillion, 
respectively, over that same period, according to JCT’s 
estimates. Revenues would be lower under the second 
alternative than under the first alternative because 
the 5 percent VAT would be gradually phased in. The 
revenue estimates for the phase-in period account for 
reactions to that phase-in by taxpayers—first, shifts in 
the consumption of some goods to earlier years, when 
the VAT rate would be lower, and second, higher tax 
compliance resulting from lower VAT rates. Revenues 
raised under the third alternative would be lower than 
under the first alternative because the VAT would apply 
to a smaller tax base. 

The VAT, like an excise tax, would reduce taxable busi¬ 
ness and individual income. The resulting reduction in 
income and payroll tax receipts would partially offset the 
revenues raised by the VAT. The estimates for the option 
reflect that income and payroll tax offset. 

The estimates for this option are uncertain because 
of uncertainty surrounding future economic activity 
and taxpayers’ responses to a VAT. There is particular 
uncertainty surrounding taxpayers’ compliance with the 
VAT, which would depend on how it was implemented 
and might differ from the responses considered here. 

In addition, there is uncertainty about how consumers 
would substitute taxed goods and services with those not 
subject to the tax. 

Other Effects 

One argument in favor of the option is that it would 
raise revenues without discouraging saving and invest¬ 
ment by taxpayers. In any given period, income can be 
either consumed or saved. Through exclusions, deduc¬ 
tions, and credits, the individual tax system provides 
incentives that encourage saving, but those types of pref¬ 
erences do not apply to all methods of saving, and they 
increase the complexity of the tax system. In contrast to a 
tax levied on income, a VAT applies only to the amount 
of income consumed and therefore would not discourage 
private saving or investment in the economy. 

A drawback of the option is that it would require the 
federal government to establish a new system to monitor 
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compliance and collect the tax. As with any new tax, 
implementing a VAT would impose additional admin¬ 
istrative costs on the federal government and additional 
compliance costs on businesses. Research has shown that 
at least some countries that have implemented a VAT 
have devoted significant resources to addressing and 
enforcing compliance. Because such costs are typically 
more burdensome for smaller businesses, many countries 
exempt some small businesses from the VAT. 

Another argument against implementing a VAT is that, 
as specified under all of the alternatives in this option, 
it would probably be regressive—that is, it would be 
more burdensome for individuals and families with 
fewer economic resources than it would be for those 
with more resources. Because lower-income families 
generally consume a greater share of their income than 
higher-income families do, the distributional effects of 
a VAT would depend on its impact on consumer prices. 
(Phasing in the VAT, as the second alternative of this 
option would do, would probably limit the increase in 
prices from 2020 through 2024.) The regressivity of a 
VAT, however, depends significantly on the measure of 
income used to rank families. For example, the burden 
of a VAT in relation to a measure of lifetime income— 
which would account for both life-cycle income patterns 
and temporary fluctuations in annual income—would be 
less regressive than the burden of a VAT in relation to a 
measure of annual income, which would not account for 
those patterns and anomalies. 

There are ways to design a VAT—or implement comple¬ 
mentary policies—that could ameliorate distributional 
concerns. One way to make a VAT less regressive would 


be to exclude certain basic goods and services from the 
tax base, just as the third alternative of this option does. 
A VAT with a narrower tax base would be less regressive 
because low-income individuals and families spend a 
larger share of their budgets on those basic goods and 
services than higher-income individuals and families 
do. (Alternatively, lower rates could be applied to such 
items.) Those preferences, however, generally would 
make the VAT more complex and would reduce the 
revenues it generated. In addition, a VAT with a narrow 
base would distort economic decisions to a greater degree 
than would a VAT with a broader base because people 
could substitute goods or services not subject to the VAT 
for those that were. Another way to offset the regressive 
impact of a VAT would be to add exemptions or refund¬ 
able credits under the federal income tax for low-income 
individuals and families or to increase the size of existing 
exemptions or credits. That approach, however, would 
add to the complexity of the individual income tax and 
reduce individual income tax revenues, offsetting some 
of the revenue gains from a VAT. 

An alternative approach for raising a broad-based con¬ 
sumption tax would be to impose a national retail sales 
tax. A national retail sales tax would initially be easier 
to implement than a VAT. However, it would require 
the federal government to coordinate tax collection and 
administration with state and local governments. In 
addition, there are more incentives to underreport retail 
sales taxes because they are collected only when the final 
user of the product makes a purchase, whereas a VAT is 
collected throughout the entire production chain and 
reported by both the buyer and the seller until the final 
stage. 


RELATED CBO PUBLICATIONS: Comparing Income and Consumption Tax Bases (July 1997), www.cbo.gov/publication/10599; The 
Economic Effects of Comprehensive Tax Reform (July 1997), www.cbo.gov/publication/10355; testimony of Robert D. Reischauer, 
Director, before the Senate Committee on Energy and Natural Resources, Effects of Energy Taxes and Value-Added Taxes (VAT) 

(February 24,1993), www.cbo.gov/publication/20834; Distributional Effects of Substituting a Flat-Rate Income Tax and a Value-Added 
Taxfor Current Federal Income, Payroll, and Excise Taxes (April 1992), www.cbo.gov/publication/20766; Effects of Adopting a 
Value-Added Tax (February 1992), www.cbo.gov/publication/20769 
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Revenues—Option 35 

Impose a Tax on Emissions of Greenhouse Gases 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

66.0 

103.4 

105.9 

108.2 

111.2 

115.1 

118.9 

119.5 

123.2 

127.1 

494.7 1,099.0 


Sources: Staff of the Joint Committee on Taxation; Congressional Budget Office. 
This option would take effect in January 2019. 


Background 

The accumulation of greenhouse gases in the atmosphere— 
particularly carbon dioxide (C0 2 ), which is released 
when fossil fuels (such as coal, oil, and natural gas) are 
burned and as a result of deforestation—contributes to 
climate change, which imposes costs on countries around 
the globe, including the United States. 

Many estimates suggest that the effect of climate change 
on the nation’s economic output, and hence on fed¬ 
eral tax revenues, will probably be small over the next 
30 years and larger, but still modest, in the following 
few decades. Among the more certain effects of climate 
change on humans over the next several decades, some 
would be positive, such as reductions in deaths from cold 
weather and improvements in agricultural productivity 
in certain areas. However, others would be negative, 
such as declines in the availability of fresh water in areas 
dependent on snowmelt and the loss of property from 
high-tide flooding and from storm surges as sea levels 
rise. Uncertainty about the effects of climate change— 
and the potential for unlimited emissions to cause sig¬ 
nificant damage—grow substantially in the more distant 
future. 

Scientists generally agree that reducing global emissions 
of greenhouse gases would decrease the magnitude of cli¬ 
mate change and the expected costs and risks associated 
with it. The federal government regulates some emissions 
in an effort to reduce them; however, emissions are not 
directly taxed. A well-designed tax that covered most 
energy-related emissions would be expected to reduce 
emissions. 

Greenhouse gas emissions are typically measured in CO, 
equivalents (C0 2 e), which reflect the amount of carbon 


dioxide estimated to cause an equivalent amount of 
warming. Under current law, emissions are projected to 
decline from 5.4 billion metric tons of C0 2 e in 2019 to 
5.2 billion metric tons of CO,e in 2028. 

Option 

This option would impose a tax of $25 per metric ton 
on most emissions of greenhouse gases in the United 
States—specifically, on most energy-related emissions of 
CO, (for example, from electricity generation, manufac¬ 
turing, and transportation) and some other greenhouse 
gas emissions from large manufacturing facilities. To 
simplify implementation, as well as to provide incentives 
to deploy technologies that capture emissions generated 
in the production of electricity, the tax could be levied 
on oil producers, natural gas refiners (for sales outside 
the electricity sector), and electricity generators. The tax 
would increase at an annual inflation-adjusted rate of 
2 percent. 

Effects on the Budget 

According to estimates made by the staff of the Joint 
Committee on Taxation and the Congressional Budget 
Office, implementing this option would increase federal 
revenues by $1,099 billion from 2019 through 2028. 

On average, about 5 billion metric tons of greenhouse 
gas emissions would be taxed each year over that period. 
Taxed emissions would be roughly 4 percent lower than 
projected under current law in 2019 and 11 percent 
lower in 2028. Despite the projected decline in emissions 
over the 10-year period, tax revenues would rise over 
time because the additional revenues caused by increases 
in the tax rate would more than offset the decrease in 
revenues caused by the decline in taxable emissions. A 
tax that was somewhat higher or somewhat lower than 
the $25 dollar per ton tax considered in this option 
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would generate a roughly proportionally larger or smaller 
amount of revenues. 

A tax on greenhouse gas emissions would reduce taxable 
business and individual income. The resulting reduction 
in income and payroll tax receipts would partially offset 
the increase in excise taxes. The estimate for the option 
reflects that income and payroll tax offset. 

The estimate for this option is uncertain for two key 
reasons. First, the projected amount of emissions released 
in the absence of the tax depends on estimates of future 
economic activity and future changes in the relative 
prices of various fuels and energy technologies, both 
of which are uncertain. Second, even if projections of 
future emissions under current law are accurate, esti¬ 
mated reductions in emissions stemming from the tax are 
uncertain, in part because they depend on the develop¬ 
ment of new technologies and on individuals’ and firms’ 
reactions to the changes in prices that the tax would 
induce. CBO’s estimates of reductions in emissions rely 
on past responses to such changes, as reported in the 
published literature. 

Other Effects 

An argument in favor of this option is that it would 
reduce U.S. emission of greenhouse gases and would do 
so in a cost-effective way. In particular, the tax would 
reduce emissions in a more cost-effective manner than 
regulations because such a tax would create uniform 
incentives for businesses and households throughout 
the economy to reduce their emissions. The tax would 
increase the cost of producing carbon-intensive goods 
and services in proportion to the amount of greenhouse 
gases emitted as a result of their production and con¬ 
sumption. Moreover, those cost increases would trigger 
corresponding increases in the prices of consumer goods. 
As a result, the tax would provide incentives for busi¬ 
nesses to produce goods in ways that yield fewer emis¬ 
sions (for example, by generating electricity from wind 
rather than from coal) and for individuals to consume 
goods in ways that yield fewer emissions (for example, by 
driving less). Specifically, this tax would motivate emis¬ 
sion reductions that cost less than $25 per ton to achieve, 
but not those that would cost more than $25 per ton. 

Although the effects of climate change on the U.S. 
economy and on the federal budget are expected to be 
small in the next few decades, the effects are much more 


uncertain—and potentially far larger—in the more dis¬ 
tant future. Many scientists think there is at least some 
risk that large changes in global temperatures will trigger 
catastrophic damage, causing substantial harm to human 
health and well-being as well as the economy. Moreover, 
greenhouse gases are long-lived, affecting the climate for 
many decades after they are emitted. As a result, delay¬ 
ing actions to limit emissions reduces the possibility of 
avoiding potentially harmful future effects. Because this 
option would take effect in January 2019, it would help 
avoid the compounded problems that might be caused 
by such delays. 

An argument against a tax on greenhouse gas emissions is 
that curtailing U.S. emissions would burden the econ¬ 
omy by raising the cost of producing emission-intensive 
goods and services while yielding uncertain benefits for 
U.S. residents. For example, most of the direct bene¬ 
fits of lessened emissions and associated reductions in 
climate change might occur outside of the United States 
over the next several decades, particularly in developing 
countries that are at greater risk from changes in weather 
patterns and an increase in sea levels. 

Another argument against this option is that reduc¬ 
tions in domestic emissions could be partially offset 
by increases in emissions overseas if carbon-intensive 
industries relocated to countries without restrictions on 
emissions or if reductions in energy consumption in the 
United States led to decreases in foreign fuel prices. More 
generally, averting the risk of future damage caused by 
emissions would depend on collective global efforts to 
cut emissions. Most analysts agree that reducing emis¬ 
sions in this country would have small effects on climate 
change if other countries with high levels of emissions 
did not also cut them substantially (although such 
reductions in the United States would still diminish the 
probability of catastrophic damage and could spur other 
countries to cut their emissions). 

An alternative approach for reducing emissions of 
greenhouse gases in a cost-effective manner would be to 
establish a cap-and-trade program that set caps on such 
emissions in the United States. Under such a program, 
allowances that conveyed the right to emit one metric 
ton of CO,e apiece would be sold at open auction. The 
overall number of allowances in a given year would 
be capped, and the cap would probably be lowered 
over time. If the caps were set to achieve the same cut 
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in emissions that is anticipated from the tax, then the 
program would be expected to raise roughly the same 
amount of revenues between 2019 and 2028. In con¬ 
trast with a tax, a cap-and-trade program would provide 
certainty about the quantity of emissions from sources 


that are subject to the cap (because it would directly 
limit those emissions), but it would not provide certainty 
about the costs that firms and households would face for 
the greenhouse gases that they continued to emit. 


RELATED CBO PUBLICATIONS: Effects of a Carbon Taxon the Economy and the Environment (May 2013), www.cbo.gov/ 
publication/44223; How Policies to Reduce Greenhouse Gas Emissions Could Affect Employment (May 2010), www.cbo.gov/ 
publication/41257; The Costs of Reducing Greenhouse-Gas Emissions (November 2009), www.cbo.gov/publication/20933; The 
Economic Effects of Legislation to Reduce Greenhouse-Gas Emissions (September 2009), www.cbo.gov/publication/4l266; Potential 
Impacts of Climate Change in the United States (May 2009), www.cbo.gov/publication/4ll80 
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Revenues—Option 36 

Impose a Fee on Large Financial Institutions 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

Impose a fee on institutions with 
assets of $50 billion or more 

10.5 

10.6 

10.6 

10.6 

10.5 

10.4 

10.3 

10.0 

9.9 

9.8 

52.7 

103.1 

Impose a fee on institutions with 
assets of $250 billion or more 

9.2 

9.3 

9.2 

9.2 

9.2 

9.0 

9.0 

8.7 

8.6 

8.6 

46.0 

90.0 


Sources: Staff of the Joint Committee on Taxation; Congressional Budget Office. 
This option would take effect in January 2019. 


Background 

In the wake of the financial crisis that occurred between 
2007 and 2009, legislators and regulators adopted a 
number of measures designed to prevent the failure of 
large, systemically important financial institutions and to 
resolve any future failures without putting taxpayers at 
risk. One of those measures provided the Federal Deposit 
Insurance Corporation (FDIC) with orderly liquidation 
authority. That authority is intended to allow the FDIC 
to quickly and efficiently settle the obligations of such 
institutions, which can include companies that control 
one or more banks (known as bank holding companies) 
or firms that predominantly engage in lending, insur¬ 
ance, securities trading, or other financial activities. In 
the event that a large financial institution fails, the FDIC 
will be appointed to liquidate the company’s assets in 
an orderly manner and thus maintain the institution’s 
critical operations in an effort to avoid repercussions 
throughout the financial system. 

Nonetheless, if one or more very large financial institu¬ 
tions were to fail, particularly during a period of broader 
economic distress, the FDIC might need to borrow 
funds from the Treasury to implement orderly liquida¬ 
tion authority. The law mandates that those funds be 
repaid through recoveries from failed firms or future 
assessments on surviving firms. As a result, individuals 
and businesses dealing with those firms could be affected 
by the costs of the assistance provided to the financial 
system. For example, if a number of large firms failed 
and substantial cash infusions were needed to resolve 
those failures, the assessment required to repay the 
Treasury would have to be set at a very high amount. 


Under some circumstances, the surviving firms might 
not be able to pay that assessment without making 
significant changes to their operations or activities. Those 
changes could result in higher costs to borrowers and 
reduced access to credit at a time when the economy is 
under significant stress. 

In 2017, the FDIC reported that bank holding com¬ 
panies’ liabilities totaled $14 trillion. In addition, the 
Congressional Budget Office estimates that the FDIC’s 
orderly liquidation authority covers total liabilities of 
approximately the same amount at nonbank financial 
institutions. Liabilities for bank holding companies and 
nonbank financial institutions are projected to increase 
at a somewhat slower rate than nominal gross domestic 
product (which is based on current-dollar values and not 
adjusted for inflation) through 2028. 

Option 

Under this option, beginning in 2019, an annual fee 
would be imposed on bank holding companies (includ¬ 
ing foreign banks operating in the United States) and 
nonbank financial companies with total assets above a 
certain threshold. The annual fee would be 0.15 percent 
of firms’ covered liabilities, defined primarily as total 
liabilities less deposits insured by the FDIC. (Covered 
liabilities also include certain types of noncore capital— 
distinct from core capital, which consists of equity cap¬ 
ital and disclosed reserves—and exclude certain reserves 
required for insurance policies.) CBO estimates that in 
2017, financial institutions’ covered liabilities totaled $9 
trillion for firms with assets in excess of $50 billion and 
$8 trillion for firms with assets in excess of $250 billion. 
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The sums collected would be deposited in an inter¬ 
est-bearing fund that would be available for the FDIC’s 
use when exercising orderly liquidation authority. The 
outlays necessary to carry out the FDIC’s orderly liqui¬ 
dation authority are estimated to be the same under this 
option as under current law. 

This option consists of two alternatives. Under the first 
alternative, the asset threshold would be $50 billion; that 
amount is consistent with the threshold under current 
law at which financial institutions are subject to assess¬ 
ments to recover losses from the FDIC’s use of orderly 
liquidation authority. Under the second alternative, the 
asset threshold would be $250 billion; that amount is 
consistent with the threshold for enhanced supervision 
and prudential standards for certain bank holding com¬ 
panies established by the Economic Growth, Regulatory 
Relief, and Consumer Protection Act of 2018. 

Effects on the Budget 

If implemented on January 1, 2019, such a fee would 
generate revenues from 2019 through 2028 totaling 
$103 billion if the asset threshold was $50 billion and 
$90 billion if the threshold was $250 billion, accord¬ 
ing to estimates by the staff of the Joint Committee on 
Taxation and CBO. The fee would reduce taxable busi¬ 
ness and individual income. The resulting reduction in 
income and payroll tax receipts would partially offset the 
revenues raised by the fee. The estimates for the option 
reflect that income and payroll tax offset. 

In its projections of spending and revenues under current 
law for the 2019-2028 period, CBO accounted for the 
probability that orderly liquidation authority would 
have to be used and that an assessment would have to 
be levied on surviving firms to cover some of the gov¬ 
ernment’s costs. In CBO’s estimation, net proceeds from 
such assessments would total roughly $6 billion over 
the next decade under the $50 billion asset threshold 
and $5 billion under the $250 billion threshold. CBO 
expects that the receipts from the fee would provide a 
significant source of funds for the FDIC to carry out 
orderly liquidation authority and thus reduce the assess¬ 
ment that would be needed during the coming decade. 
To determine the net effect on revenues, CBO subtracted 
the projected assessments under current law from the 


amount of revenues the new fee is projected to generate 
($109 billion under the $50 billion asset threshold and 
$95 billion under the $250 billion threshold). By that 
calculation, revenues would increase by $ 103 billion 
under the lower asset threshold and $90 billion under 
the higher asset threshold from 2019 through 2028. 

The estimates for this option are uncertain for two key 
reasons. First, the estimates rely on CBO’s projections 
of assets covered by orderly liquidation authority under 
current law, which are in large part determined by CBO’s 
projections of economic output. Second, the underlying 
projections of the effects of the failure of large financial 
institutions are uncertain, particularly because they 
reflect a small probability of a financial crisis in each year. 

Other Effects 

The main advantage of this option is that it would help 
defray the economic costs of providing a financial safety 
net by generating revenues when the economy is not 
in a financial crisis, rather than in the immediate after- 
math of one. Another advantage of the option is that 
it would provide an incentive for banks to keep their 
assets below the asset threshold, diminishing the risk of 
spillover effects to the broader economy from a future 
failure of a particularly large institution (although at the 
expense of potential economies of scale). Alternatively, if 
larger financial institutions reduced their dependence on 
liabilities subject to the fee and increased their reliance 
on equity, their vulnerability to future losses would be 
reduced. The fee also would improve the relative com¬ 
petitive position of small and medium-sized banks by 
charging the largest institutions for the greater govern¬ 
ment protection they receive. 

The option would have two main disadvantages. Unless 
the fee was risk-based, stronger financial institutions that 
posed less systemic risk—and consequently paid lower 
interest rates on their debt as a result of their lower risk 
of default—would face a proportionally greater increase 
in costs than would weaker financial institutions. In 
addition, the fee could reduce the profitability of larger 
institutions (if it was not passed on to customers), which 
might create an incentive for them to take greater risks in 
pursuit of higher returns to offset their higher costs. 
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At 0.15 percent, the fee would probably not be so high 
as to cause financial institutions to significantly change 
their financial structure or activities. The fee could 
nevertheless affect institutions’ tendency to take vari¬ 
ous business risks, but the net direction of that effect is 


uncertain: In some ways, it would encourage risk-taking, 
and in other ways, it would discourage risk-taking. One 
approach might be to vary the amount of the fee so 
that it reflected the risk posed by each institution, but it 
might be difficult to assess that risk precisely. 


RELATED OPTION: Revenues, “Impose a Tax on Financial Transactions” (page 298) 

RELATED CBO PUBLICATIONS: The Budgetary Impact and Subsidy Costs of the Federal Reserve's Actions During the Financial Crisis 
(May 2010), www.cbo.gov/publication/21491; letter to the Honorable Charles E. Grassley providing information on the President’s 
proposal for a “Financial Crisis Responsibility Fee” (March 4,2010), www.cbo.gov/publication/21020 
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Revenues—Option 37 

Impose a Tax on Financial Transactions 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

-43.9 

22.0 

70.2 

93.2 

100.7 

103.7 

106.2 

106.3 

107.9 

110.4 

242.2 776.7 


Source: Staff of the Joint Committee on Taxation. 

This option would take effect in January 2020, although some changes to revenues would occur earlier. 


Background 

The United States is home to large financial markets 
with a large amount of daily trading. In June 2018, the 
total dollar value of U.S. stocks was roughly $30 trillion, 
and the value of outstanding bond market debt was 
about $42 trillion. More than $ 1 trillion in stocks and 
bonds—collectively referred to as securities—is traded 
on a typical business day, including about $300 billion 
in stock and over $800 billion in debt (which is mostly 
concentrated in Treasury securities). In addition, trillions 
of dollars in derivatives (contracts requiring one or more 
payments that are calculated by reference to the change 
in an observable variable), measured at their notional 
value (the total amount of the variable referenced by the 
derivative), are traded every business day. Those transac¬ 
tions may affect the taxes of individuals who engage in 
them, depending on the gain or loss those individuals 
realize; however, there is currently no per-transaction 
tax imposed under U.S. federal tax law. (The Securities 
and Exchange Commission charges a very small fee— 
generally 0.0013 percent—on most transactions to 
recover its regulatory costs; in 2018, those transaction 
fees totaled about $2 billion.) 

Option 

This option would impose a tax on the purchase of most 
securities and on transactions involving derivatives. For 
purchases of stocks, bonds, and other debt obligations, 
the tax generally would be 0.1 percent of the value of 
the security. For purchases of derivatives, the tax would 
be 0.1 percent of all payments actually made under the 
terms of the derivative contract, including the price paid 
when the contract was written, any periodic payments, 
and any amount to be paid when the contract expires. 
(Such payments are generally just a small fraction 


of the derivatives’ notional value.) Trading costs for 
high-frequency traders tend to be very low—in many 
cases less than 0.1 percent of the value of the securities 
traded—so this option would generate a notable increase 
in trading costs for them. 

The tax would not apply to the initial issuance of stock 
or debt securities, transactions of debt obligations with 
fixed maturities of no more than 100 days, or currency 
transactions (although transactions involving currency 
derivatives would be taxed). The tax would be imposed 
on transactions that occurred within the United States 
and on transactions that took place outside of the coun¬ 
try and involved at least one U.S. taxpayer (whether a 
corporation, partnership, citizen, or resident). 

The option would be effective a year later than nearly 
all of the other revenue options in this volume, so 
the tax would apply to transactions occurring after 
December 31, 2019. That delay would provide the gov¬ 
ernment and firms sufficient time to develop and imple¬ 
ment the new reporting systems that would be necessary 
to collect the tax. 

Effects on the Budget 

This option would increase revenues by $777 billion 
from 2019 through 2028, according to an estimate by 
the staff of the Joint Committee on Taxation (JCT). 

The tax on financial transactions would reduce taxable 
business and individual income. The resulting reduction 
in income and payroll tax receipts would partially offset 
the revenues generated by the tax. The estimate for the 
option reflects that income and payroll tax offset. 
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The estimate accounts for several effects that would 
reduce the revenues raised by the transaction tax. The 
option would lead to a loss in revenues in 2019 because 
the transaction tax would immediately lower the value 
of financial assets. That reduction in the value of finan¬ 
cial assets would cause an ongoing reduction in capital 
gains. In addition, JCT’s estimate reflects the expectation 
that financial transactions would be underreported until 
2022, when all reporting systems could be expected to be 
in place. Revenues would be lower if the implementation 
of the option had to be phased in because of delays in 
developing the new reporting systems. 

The additional revenues generated by the option would 
depend significantly on the extent to which the number 
of transactions subject to the tax declined in response 
to the policy. The higher the tax rate was set, the greater 
the amount by which transactions would decline. For 
that reason, doubling the tax rate would not double the 
amount raised by the option. (Similarly, cutting the tax 
rate in half would lead to less than a 50 percent decline 
in the amount of revenues raised.) With even higher tax 
rates, revenues could actually fall, for two reasons. First, 
the higher the tax rate was set, the larger would be the 
indirect loss in revenues from the drop in asset values 
and, therefore, the loss in revenues from the taxation 
of capital gains. Second, a higher tax rate would reduce 
the revenues generated by the financial transaction tax 
once the percentage by which the transactions decreased 
exceeded the percentage by which the tax rate increased. 

The estimate for the option is uncertain for two key 
reasons. The estimate relies on the Congressional Budget 
Office’s projections of the economy and market activity 
over the next decade, which are inherently uncertain. 

A bigger source of uncertainty, however, is how much 
transactions would drop in response to a tax. If the 
response was smaller than expected, the tax would raise 
more revenues than estimated here. 

Other Effects 

One argument in favor of a tax on financial transac¬ 
tions is that it would significantly reduce the amount of 
short-term speculation and computer-assisted high-fre¬ 
quency trading that currently takes place and direct the 
resources dedicated to those activities to more productive 
uses. Some high-frequency trading involves speculation 
that can destabilize markets, increase volatility, and lead 


to disruptive events, such as the October 1987 stock 
market crash and the more recent “flash crash” that 
occurred when the stock market temporarily plunged 
on May 6, 2010. Although neither of those events had 
significant effects on the general economy, the potential 
exists for negative spillovers from future events. 

A disadvantage of the option is that the tax would 
discourage all short-term trading, not just speculation— 
including some transactions by well-informed traders 
that stabilize markets and help establish efficient prices 
that reflect more information about the fundamental 
value of assets. Empirical evidence suggests that, on bal¬ 
ance, a transaction tax could make asset prices less stable. 
In particular, a number of studies have concluded that 
higher transaction costs lead to more, rather than less, 
volatility in prices. (Flowever, much of that evidence is 
from studies conducted before the rise of high-frequency 
trading, which now accounts for a significant share of 
trading in the stock market.) 

The tax could also have a number of negative effects on 
the economy stemming from its effects on asset prices, 
the cost of capital for firms, and the frequency of trading. 
Traders and investors would seek to recoup the cost of 
trading by raising the return they required on financial 
assets, thereby lowering the prices of those assets. The 
tax would be small relative to the returns that investors 
with long-term horizons could earn, so the effect on asset 
prices would be partly mitigated if traders and investors 
reduced the frequency of their trading—but less frequent 
trading would lower liquidity and reduce the amount 
of information reflected in prices. Consequently, invest¬ 
ment could decline (even though higher tax revenues 
would lower federal borrowing and thus increase the 
funds available for investment) because of increases in 
the cost of issuing debt and equity securities that would 
be subject to the tax and potential negative effects on 
derivatives trading, which could make it more difficult to 
efficiently distribute risk in the economy. The cost to the 
Treasury of issuing federal debt could increase because of 
the increase in trading costs and the reduction in liquid¬ 
ity. Flousehold wealth would decline with the reduction 
in asset prices, which would lower consumption. 

In addition, traders would have an incentive to reduce 
the taxes they owed, either by developing alternative 
securities not subject to the transaction tax or by moving 
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their trading out of the country (although offshore trades taxes, and since 2011, members have been negotiating 
by U.S. taxpayers would be taxed). Such effects would be whether to implement a common system of transaction 
mitigated if other countries enacted financial transaction taxes, 
taxes. Several members of the European Union have such 

RELATED OPTIONS: Revenues, “Raise the Tax Rates on Long-Term Capital Gains and Qualified Dividends by 2 Percentage Points and Adjust 
Tax Brackets” (page 207), “Impose a Fee on Large Financial Institutions” (page 295), “Tax Gains From Derivatives as Ordinary Income on a 
Mark-to-Market Basis” (page 301) 

RELATED CBO PUBLICATION: Letter to the Honorable Orrin G. Hatch responding to questions about the effects of a tax on financial 
transactions that would be imposed by the Wall Street Trading and Speculators Tax Act, H.R. 3313 or S. 1787 (December 12,2011), 
www.cbo.gov/publication/42690 
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Revenues—Option 38 

Tax Gains From Derivatives as Ordinary Income on a Mark-to-Market Basis 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

0.6 

3.9 

3.3 

1.8 

1.6 

1.6 

1.5 

1.5 

1.4 

1.4 

11.2 18.7 


Source: Staff of the Joint Committee on Taxation. 
This option would take effect in January 2019. 


Background 

A derivative is a contract requiring one or more pay¬ 
ments that are calculated by reference to the change in 
an observable variable (often, but not always, the value of 
an asset) after the contract is entered into. The simplest 
derivatives are contracts to exchange an asset—for exam¬ 
ple, equity stocks, commodities, or foreign currencies— 
at a future date and at a predetermined price. Such 
simple derivatives can be flexible contracts that are 
privately negotiated between parties, known as forwards, 
or standardized contracts that are actively traded on 
exchanges and are known as futures. There are also a 
variety of more complex derivatives, such as options and 
swaps. In an option, one party has the right to buy (or 
sell) the underlying asset at a predetermined price at any 
time before the contract expires. In a swap, the deriva¬ 
tive is not tied to a specific asset; instead, it involves the 
exchange of cash flows that depend on uncertain vari¬ 
ables, such as interest rates or exchange rates. 

Derivatives are used for a variety of purposes, includ¬ 
ing hedging (insuring against changes in an asset price, 
foreign exchange rate, or interest rate) and speculating 
(betting on changes in an asset’s price). Taxpayers can 
also use derivatives to lower their tax liability, because 
a derivative contract can delay the realization of gains 
from an investment—and, as a result, potentially reduce 
the tax rate applied to those gains—without altering the 
magnitude or riskiness of that investment. 

There are two main dimensions along which the tax 
treatment of derivatives can vary. The first is the tim¬ 
ing of recognition of gains and losses for tax purposes. 

For some derivatives, gains or losses are not recognized 
until the underlying asset changes hands or the con¬ 
tract expires or is sold. Other derivatives are taxed on a 
mark-to-market basis—that is, their gains and losses are 


calculated and taxed each year on the basis of the year- 
to-year change in the derivative’s fair-market value. The 
second dimension is the categorization of income and 
losses. Income from some derivatives is categorized as 
ordinary income. Income from other derivatives is cate¬ 
gorized as short-term capital gains, which are taxed at the 
same rates as ordinary income, or as long-term capital 
gains, which may be taxed at a lower rate. (See Revenues, 
Option 2, “Raise the Tax Rates on Long-Term Capital 
Gains and Qualified Dividends by 2 Percentage Points 
and Adjust Tax Brackets” for background on the taxation 
of capital gains.) 

The tax treatment of derivatives along the two dimen¬ 
sions described above depends on several factors, includ¬ 
ing the type of derivative. Gains or losses arising from 
derivatives that are traded outside of exchanges generally 
are taxed when the contract is settled, has expired, or is 
sold. By contrast, derivative contracts that are actively 
traded on exchanges and have a clear value, such as 
futures, generally are taxed on a mark-to-market basis. 
The gains and losses from such derivatives are subject to 
a hybrid rate: 60 percent of the gain or loss is taxed at the 
rate applied to long-term capital gains and 40 percent is 
taxed at the rate applied to short-term capital gains. 

Two derivatives that are otherwise identical may be 
taxed differently on the basis of characteristics of the 
people who hold them. For example, if a derivative is 
held by a dealer in securities—even if it is not traded on 
exchanges—then it generally must be taxed on a mark- 
to-market basis. The same derivative held by an individ¬ 
ual investor may be subject to tax only when it is settled 
or expires. 

Like the characteristics of the holder, the purpose for 
which a derivative is held can also change how it is taxed. 
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As an example, if a derivative is used for hedging, then 
gains and losses arising from the derivative are taxed in 
the same way as the underlying income flow or asset. By 
contrast, gains and losses from derivatives used for spec¬ 
ulation are often, though not always, treated as capital 
gains. 

Taxpayers are required to report taxable gains from 
derivative contracts traded on organized exchanges to the 
Internal Revenue Service every year; however, they gen¬ 
erally are not required to annually determine the mar¬ 
ket value of derivative contracts that are not traded on 
exchanges. For that reason, annual data on total taxable 
gains are not available. Because the value of derivatives 
depends on the business cycle, taxable gains are generally 
larger during periods of economic growth. 

Option 

Under this option, most derivatives would be taxed on 
a mark-to-market basis. All holders of those contracts 
would be required to compute their gains or losses at the 
end of each year on the basis of changes in the contracts’ 
fair-market value during the year. Those gains and losses 
would be taxed as ordinary income. (When the market 
value of a derivative could not be readily ascertained, tax¬ 
payers would be allowed to rely on its book value, as long 
as that value was estimated in accordance with accepted 
accounting standards.) 

The option would exempt certain derivatives related to 
real estate and those used for hedging by businesses. In 
addition, the option would not extend to employee stock 
options, insurance contracts, or annuities. 

Effects on the Budget 

If implemented, this option would increase revenues by 
$19 billion from 2019 through 2028, the staff of the 
Joint Committee on Taxation estimates. That estimate 
incorporates expected reductions in the use of deriv¬ 
atives, which would occur because the option would 
increase the tax rate on gains from derivatives and would 
also make it significantly more difficult for taxpayers to 
use derivatives to lower the amount of taxes they owed. 

The increase in revenues would be modest because under 
current tax law, at least one of the two parties in most 
derivative transactions is already taxed on a mark-to-mar- 
ket basis. Over the 2019-2028 period, the increase in 
revenues would be larger in earlier years because, on net, 
the mark-to-market regime would accelerate the taxation 


of gains. Initially, the revenue effect would be driven by 
that earlier taxation. In later years, the revenue effect 
would be smaller because gains that otherwise would 
have been taxed in those years had already been taxed in 
earlier years, which would offset the increase in revenues 
from the accelerated taxes. 

The estimate for this option is uncertain because the cur¬ 
rent market value of derivatives that would be affected by 
the option is uncertain. Additionally, the Congressional 
Budget Office’s projections of the economy, which affects 
the volume of derivatives, are uncertain. The market 
value of derivatives that are taxable in a given year largely 
depends on business-cycle fluctuations. The extent to 
which taxpayers would respond to this option by chang¬ 
ing their reliance on derivatives for investing and manag¬ 
ing risks is also uncertain. Few comparable tax changes 
have occurred in the past, so the empirical evidence on 
how people would respond to such a change is limited. 

Other Effects 

An argument in favor of this option is that it would 
eliminate a legal strategy that enables some taxpayers 
to reduce their taxes. Sophisticated taxpayers are able 
to use derivatives to lower their tax rate by advancing 
the recognition of losses but delaying the recognition of 
gains. Implementing a mark-to-market tax regime would 
reduce such opportunities for tax avoidance by giving 
taxpayers less control over the timing of gains and losses 
from the sales of their assets. The resulting increase in tax 
payments would be progressive, because the taxpayers 
who use derivative contracts to lower their tax liability 
tend to be wealthier and have higher incomes. 

Another argument in favor of this option is that it would 
simplify the taxation of derivatives by applying the same 
tax treatment to most derivatives. In the case of deriv¬ 
atives that are difficult to value, it would make their 
tax treatment more consistent with their accounting 
treatment. Flowever, the option could introduce new 
complexity into the tax system if extensive rulemaking 
was required to prevent opportunities for abuse in the 
valuation of such derivatives. 

An argument against this option is that taxing unrealized 
capital gains on an asset before it is sold is onerous when 
the asset is not divisible or could not be readily sold on 
exchanges. By taxing derivatives on the basis of increases 
in their fair-market value before they are liquidated, 
this option would confront some taxpayers with an 
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immediate tax liability even when they did not have the 
liquidity to meet it. An alternative approach would be 
to restrict the mark-to-market regime to derivatives that 
can be easily sold on exchanges. That approach would 
address taxpayers’ concerns about liquidity but would 
also limit the advantages of the mark-to-market regime. 

The option would reduce the use of derivatives for spec¬ 
ulation by treating gains on those derivatives as ordinary 


income instead of capital gains. The overall effect of that 
reduction on financial markets is uncertain. On the one 
hand, speculation has a stabilizing effect on the financial 
system and the economy because it induces asset prices 
to move toward levels that reflect the true economic 
value of those assets. On the other hand, irrational or 
excessive speculation has a destabilizing effect on asset 
prices, the financial system, and the economy. 


RELATED OPTfONS: Revenues, “Raise the Tax Rates on Long-Term Capital Gains and Qualified Dividends by 2 Percentage Points and Adjust 
Tax Brackets” (page 207), “Impose a Tax on Financial Transactions” (page 298) 
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Revenues—Option 39 

Increase Federal Civilian Employees’ Contributions to the Federal Employees Retirement System 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

Total 

2019- 2019- 

2023 2028 

Change in Revenues 

1.4 

2.9 

4.2 

5.6 

5.5 

5.4 

5.3 

5.2 

5.0 

4.8 

19.7 45.4 


This option would take effect in January 2019. 

Background 

The federal government provides most of its civil¬ 
ian employees with a defined benefit retirement plan 
through the Federal Employees Retirement System 
(FERS) or its predecessor, the Civil Service Retirement 
System. The plan provides retirees with a monthly 
benefit in the form of an annuity. Those annuities are 
jointly funded by the employees and the federal agencies 
that hire them. Employees contribute a portion of their 
salary to the plan, and those contributions are subject 
to income and payroll taxes. Whereas agencies’ contri¬ 
butions to FERS do not have any effect on total federal 
spending or revenues because they are intragovernmental 
payments, employees’ contributions are counted as fed¬ 
eral revenues. Annuity payments made to FERS benefi¬ 
ciaries represent federal spending. 

Over 90 percent of federal employees participate in 
FERS, and most of them contribute 0.8 percent of their 
salary toward their future annuity. The contribution 
rates for most employees hired since 2012, however, 
are higher. First, the Middle Class Tax Relief and Job 
Creation Act of 2012 increased the contribution rate to 
3.1 percent for most employees hired after December 31, 
2012. Then, the Bipartisan Budget Act of 2013 increased 
the contribution rate further, to 4.4 percent, for most 
employees hired after December 31,2013. 

Option 

Under this option, most employees enrolled in FERS 
would contribute 4.4 percent of their salary toward their 
retirement annuity. The contribution rate would thus 
increase by 3.6 percentage points for employees who 
enrolled in FERS before 2013 and by 1.3 percentage 
points for employees who enrolled in FERS in 2013. 

The increased contribution rates would be phased in 
over the next four years. The dollar amount of future 
annuities would not change under the option, and the 
option would not affect employees hired in 2014 or later 


who already make or will make the larger contributions 
under the Bipartisan Budget Act. Agencies’ contributions 
would remain the same under the option. 

Effects on the Budget 

If implemented, the option would increase federal 
revenues by $45 billion from 2019 through 2028, the 
Congressional Budget Office estimates. Annual revenues 
would increase gradually in the first four years as the 
increased contribution rate was phased in. For example, 
drawing on payroll data from the Office of Personnel 
Management, CBO estimates that in 2019, approxi¬ 
mately 1.9 million FERS employees with an average 
annual salary of about $88,000 would see their contribu¬ 
tion rate increase by 0.9 percentage points, on average. 
By 2022, all federal workers enrolled in FERS would 
be contributing 4.4 percent of their salary toward their 
retirement annuity. Because the option would affect only 
current workers hired in 2013 or earlier, the govern¬ 
ment’s savings would gradually decline as those workers 
retired or left federal employment. 

The estimate for this option is uncertain because both 
the underlying projection of federal workers’ salaries 
and the projection of the number of workers who 
would be affected by the option are uncertain. The 
estimate is based on past rates of employee retention 
and on CBO’s projections of growth in earnings. The 
amount of revenues raised by the option could diverge 
from the estimate if there are unanticipated changes in 
federal workers’ salaries or in the rates at which those 
workers leave federal employment. If salary growth is 
higher or lower than projected, then revenues under the 
option would also be higher or lower than projected. If 
employee retention declines as a result of the option and 
workers who leave the federal workforce are replaced 
with workers who are paid less, then revenues under 
the option would probably be lower than projected. In 
its estimate of the effect on the budget, CBO did not 
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consider potential changes in employee retention that 
might result from this option. 

Other Effects 

An argument in favor of this option is that it would 
bring federal workers’ total compensation more 
in line with that of workers in the private sector. 

Federal employees receive, on average, more total 
compensation—the sum of wages and benefits—than 
private-sector workers in similar occupations and with 
similar education and experience. In fact, a substantial 
number of private-sector employers no longer provide 
health insurance for their retirees or defined benefit 
retirement annuities, instead offering only defined 
contribution retirement plans that are less costly. By con¬ 
trast, the federal government provides a defined benefit 
retirement plan, a defined contribution retirement plan, 
and health insurance in retirement. Therefore, even if 
federal employees hired before 2014 had to contribute 
more toward their annuity, their total compensation 
would, on average, still be higher than that available in 
the private sector. In addition, because this option would 
not change the compensation of federal employees hired 
after 2014, who are already contributing 4.4 percent of 
their salary toward their retirement annuity, the option 
would probably not affect the quality of new recruits. 

An argument against this option is that it would cause 
retention rates to decline, particularly among highly 
qualified federal employees. In fact, recent research 
suggests that federal employees are about twice as likely 
to leave their jobs following reductions in take-home pay 
compared with similar reductions in future retirement 
benefits. The effects on retention appear to be stronger 
among workers who are rated more highly in terms of 
performance. In addition, employees who have served 


long enough to be eligible for a FERS annuity imme¬ 
diately upon leaving the federal workforce are forgoing 
annuity payments by remaining in federal service. Some 
of those employees might choose to retire instead of 
making larger contributions to the annuity in addition 
to forgoing payments. Also, some highly qualified federal 
employees have more lucrative job opportunities in the 
private sector than in the federal government, in part 
because private-sector salaries have grown faster than fed¬ 
eral salaries since 2010. More of those employees would 
leave for the private sector under this option. 

The option would also further accentuate the difference 
in the timing of compensation provided by the federal 
government and the private sector. Because many pri¬ 
vate-sector employers no longer provide health insurance 
for their retirees or defined benefit retirement annuities, 
a significantly greater share of total compensation in the 
private sector is paid to workers immediately, whereas 
federal employees receive a larger portion of their com¬ 
pensation in retirement. If that shift by private firms 
indicates that workers prefer to receive more of their 
compensation right away, then shifting federal com¬ 
pensation in the opposite direction—which this option 
would do, by reducing current compensation while 
maintaining retirement benefits—would be detrimen¬ 
tal to the retention of federal employees. If lawmakers 
wanted to reduce the total compensation of federal 
employees while maintaining or increasing the share of 
compensation that is provided immediately, they could 
consider modifying the formula used to calculate federal 
annuities (see Appendix, Mandatory Spending, “Reduce 
Pension Benefits for New Federal Retirees”) or making 
other changes to salaries and benefits (see Appendix, 
Mandatory Spending, “Eliminate the Special Retirement 
Supplement for New Federal Retirees”). 


RELATED OPTIONS: Appendix, Mandatory Spending, “Reduce Pension Benefits for New Federal Retirees” (page 310), “Eliminate the 
Special Retirement Supplement for New Federal Retirees” (page 310) 

RELATED CBO PUBLICATIONS: Justin Falk and Nadia Karamcheva, Comparing the Effects of Current Pay and Defined Benefit Pensions 
on Employee Retention, Working Paper 2018-06 (June 2018), www.cbo.gov/publication/54056; Optionsfor Changing the Retirement 
System for Federal Civilian Workers (August 2017), www.cbo.gov/publication/53003; Comparing the Compensation of Federal and 
Private-Sector Employees, 2011 to 2015 (April 2017), www.cbo.gov/publication/52637 
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Revenues—Option 40 

Increase Appropriations for the Internal Revenue Service’s Enforcement Initiatives 


Total 


2019- 2019- 


Billions of Dollars 

2019 

2020 

2021 

2022 

2023 

2024 

2025 

2026 

2027 

2028 

2023 

2028 

Change in Outlays 

0.5 

1.0 

1.5 

2.0 

2.5 

2.5 

2.5 

2.5 

2.5 

2.5 

7.5 

20.0 

Change in Revenues 

0.3 

1.1 

2.5 

4.1 

5.8 

7.2 

8.1 

8.6 

8.8 

8.8 

13.8 

55.3 

Increase or Decrease (-) in the 
Deficit 

0.2 

-0.1 

-1.0 

-2.1 

-3.3 

-4.7 

-5.6 

-6.1 

-6.3 

-6.3 

-6.3 

-35.3 


Source: Congressional Budget Office. 

This option would take effect in October 2019. 

Because of the budget scorekeeping guidelines used by the Congress, the revenue changes attributable to this option would not be counted for 
budget enforcement purposes. However, if an appropriation bill or another bill providing funding for this option is enacted, CBO’s next projection of the 
budget deficit would incorporate its effects on revenues. 


Background 

In 2018, the Internal Revenue Service (IRS) received 
appropriations totaling $11.4 billion—about 20 percent 
less than it received in 2010, when appropriations for the 
IRS reached their highest level from 1998 through 2018. 
(To compute that percentage change, the Congressional 
Budget Office converted the dollar amounts to 2018 dol¬ 
lars to remove the effects of inflation. For personnel 
costs, inflation was measured using the employment cost 
index for wages and salaries of private industry workers; 
for all other spending, the measure of inflation was the 
chain-type price index for U.S. gross domestic product.) 
Since 2010, the biggest reductions in the IRS’s appropri¬ 
ations have been in funding for enforcement (although 
enforcement still received the largest share of fund¬ 
ing—43 percent—in 2018). The reduction in enforce¬ 
ment funding has coincided with a drop in audits: The 
percentage of tax returns audited declined from 0.9 per¬ 
cent in 2010 to 0.5 percent in 2017. 

Increasing the funding for the IRS’s enforcement initia¬ 
tives (often referred to as program integrity initiatives)— 
activities, such as expansions of audits and collections, 
that could improve compliance with the tax system— 
would, in CBO’s estimation, cause federal revenues to 
increase. Because of the budget scorekeeping guidelines 
used by the Congress, those additional revenues would 
not be counted for budget enforcement purposes. 
However, if an appropriation bill or another bill provid¬ 
ing increased funding for program integrity initiatives is 


enacted, CBO’s next estimate of the budget deficit would 
incorporate the effects of that provision on revenues. 

Option 

This option would increase the IRS’s funding for 
enforcement initiatives by $500 million in 2019. Those 
new initiatives that began in 2019, which would increase 
the number of audits of both individuals and businesses 
and enhance collection actions, would remain in effect 
through 2028 and beyond. From 2020 through 2023, 
the option would raise the IRS’s appropriations for 
audits and collection actions by additional amounts, in 
annual increments of $500 million. From 2024 to 2028, 
the increase in appropriations for enforcement activities 
would remain at $2.5 billion. As a consequence, the 
appropriation for IRS enforcement would be over 35 
percent higher in 2028 than the amount projected under 
current law, in CBO’s estimation. Like the initiatives that 
would begin in 2019, new initiatives in each year over 
the next decade would remain in effect through 2028 
and beyond. 

Effects on the Budget 

CBO estimates that the option would raise revenues by 
$55 billion from 2019 through 2028. On net, account¬ 
ing for the total increase to the IRS’s appropriations over 
that period, which would equal $20 billion, the option 
would reduce the deficit by $35 billion. Those estimates 
include only the revenues received by the IRS during 
the 10-year window; the estimates exclude taxes owed 
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by taxpayers as a result of audits conducted through 
2028 but not collected by the IRS until after that year. 

To implement a new initiative, CBO anticipates that the 
IRS would have to hire and train new staff (and possibly 
provide more training for current personnel) and modify 
its computer programs. Therefore, in CBO’s assessment, 
the new compliance initiatives would not be fully imple¬ 
mented until they had been in effect for three years. As 
a consequence, the return on investment (ROI)—the 
increase in revenues resulting from an additional dollar 
of appropriations—would increase gradually over the 
first three years an initiative was in effect. For example, 
CBO projects that the ROI for the 2019 initiatives 
would be $1.20 in that year and would rise to $5.20 in 
2021, when staff training and computer upgrades were 
completed. 

In CBO’s assessment, taxpayers would gradually become 
aware of some of the changes in the IRS’s enforcement 
techniques associated with the initiatives. In response, 
they would shift to other, less detectible forms of tax eva¬ 
sion. As a consequence, the ROI for the 2019 initiatives 
would fall from $5.20 to $4.20 by the end of the 10-year 
period, CBO estimates. 

CBO expects that the IRS would tackle the areas of non- 
compliance with the highest ROI first (that is, it would 
begin with the least difficult cases to pursue). For that 
reason, CBO estimates that the ROIs on the 2020 initia¬ 
tives would be lower than those on the 2019 initiatives, 
the ROIs on the 2021 initiatives would be lower than 
those on the 2020 initiatives, and so forth. 

The largest source of uncertainty in the estimates relates 
to the limited data available for the computation of 
ROIs. The estimates are largely based on the IRS’s past 
audits and collections. Flowever, the IRS might use the 
additional appropriations to develop and implement new 
ways to audit taxpayers and to collect taxes owed. To 
the extent that those new initiatives diverged from the 
approaches used in the past, the revenues raised by the 
option would differ from the estimates reported above. 

A second large source of uncertainty concerns which 
people would be subject to new enforcement activities, 
given that very different techniques are used to audit 
diverse categories of taxpayers. Because of the complexity 
of their returns, higher-income people and businesses 
are usually audited through face-to-face meetings with 


the IRS’s auditors. Those audits also typically encompass 
most or all items required to be reported on tax returns. 
By contrast, most audits of lower- and moderate-income 
taxpayers focus on fewer issues and are conducted 
through correspondence. Thus, audits of higher-income 
people and businesses are more costly, on average, than 
audits of taxpayers with lower income. Flowever, the 
amounts collected from audits of higher-income tax¬ 
payers are, on average, much larger than collections from 
audits of taxpayers with lower income. 

A third source of uncertainty concerns the IRS’s ability, 
at least initially, to implement new compliance initia¬ 
tives. Outdated computer systems and a reduction in the 
number of experienced employees (as more employees 
become eligible for retirement in the next decade) would 
slow the implementation of new initiatives. If the hiring 
and training of staff and the updates to the IRS’s com¬ 
puter systems for new initiatives took more than three 
years, the revenues raised by the option would be less 
than the estimates shown. 

A fourth source of uncertainty is the extent to which 
taxpayers would respond to new enforcement initia¬ 
tives by becoming more compliant with the tax code. 

The estimates do not reflect the very uncertain effects 
that enhanced enforcement might have on voluntary 
compliance. 

Other Effects 

The principal argument for the option is that increasing 
the IRS’s resources would not only reduce the deficit, on 
net, but would also improve tax compliance without rais¬ 
ing tax rates, broadening the tax base, or imposing new 
taxes. If the option was implemented, many taxpayers 
who are not compliant under the current tax system 
would pay the taxes they owe. 

The main argument against the option is that increasing 
the number of audits would impose burdens on some 
compliant taxpayers, even though the audits would 
target noncompliant taxpayers. The criteria used to select 
taxpayers for audits are not perfect, and some compliant 
taxpayers would be audited. Although they had been 
compliant, they would potentially bear the costs of 
audits—for example, through payments to accountants 
and lawyers, earnings lost because of appointments with 
auditors, the monetary and nonmonetary costs associated 
with compiling documentation, and the anxiety caused 
by interactions with the IRS. Lower-income taxpayers, 
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in particular, may not have sufficient resources to dispute 
assessments by the IRS. Some compliant taxpayers might 
pay the IRS’s assessments simply because they viewed the 
costs of disputing those assessments as greater than the 
amount of taxes the IRS claimed was owed. 

Although the option would boost tax collections, increas¬ 
ing funding for audits and collections—even by much 
more than the option specifies—would not be sufficient 
to substantially reduce noncompliance. Combining 
an increase in funding with legislation that expanded 

RELATED CBO PUBLICATIONS: Janet Holtzblatt and Jamie McGuire, Factors Affecting Revenue Estimates ofTax Compliance Proposals, 
Working Paper 2016-05 (November 2016), www.cbo.gov/publication/52199; Estimating the Revenue Effects of Proposals to Increase 
Funding for Tax Enforcement (June 2016), www.cbo.gov/publication/5l699; Additional Information on the Program Integrity 
Initiative for the Internal Revenue Service in the President 's Budgetary Proposals for Fiscal Year 2012 0une 2011), www.cbo.gov/ 
publication/41531 


enforcement mechanisms (such as enabling the IRS to 
obtain more information that could be used to verily tax¬ 
payers’ claims or imposing higher penalties) would prob¬ 
ably be a more effective approach to significantly increase 
compliance and reduce the budget deficit. Simplifying 
or substantially changing the tax code would, to some 
extent, further improve compliance, although some 
approaches that would reduce noncompliance (for exam¬ 
ple, eliminating complicated rules that would limit the 
amount of a deduction) would also increase the deficit. 




Appendix: Spending Options 
With Smaller Budgetary Effects 


M ost of the policy options presented earlier 
in this report would reduce the federal 
deficit by at least $ 10 billion over the 
2019-2028 period, in the assessment 
of the Congressional Budget Office. This appendix 
presents an assortment of options that would save less 
than that. Some of the options were chosen to appear 
here because they appeared in previous editions of this 
report. Other options were chosen in response to strong 
Congressional interest. 

Mandatory Spending Options 

The following options would reduce the deficit by reduc¬ 
ing mandatory spending. 

Option A-l. Divest Two Agencies of Their 
Electric Transmission Assets 

This option would reduce the government’s role in 
electricity markets by divesting it of the transmission 
assets of the Southwestern Power Administration and 
the Western Area Power Administration. Those federal 
agencies market and transmit electricity for wholesale 
customers, such as cooperative, public, and private 
utilities. Once the assets were sold, the agencies would 
neither spend money on new transmission projects nor 
collect income from customers repaying the costs of past 
investment in electric transmission. CBO estimates that 
implementing this option would save $2.0 billion in 
mandatory spending over the 2019-2028 period, a sum 
reflecting $2.3 billion in sale proceeds and $0.3 billion in 
costs from forgone receipts. In addition, CBO estimates 
that implementing the option would reduce discretion¬ 
ary spending by $0.1 billion over that period. Those 
savings are uncertain and depend on various factors, such 
as the terms and characteristics of each asset sale and 
whether the past cash flows of the assets—which, once 
privatized, would no longer be subject to some statutory 
constraints—would accurately inform CBO’s estimates 
of the assets’ private-sector valuations. 


Option A-2. Change the National 
Flood Insurance Program 

Under this option, the federal government would stop 
offering discounted rates to households that bought 
insurance through the National Flood Insurance 
Program for “pre-FIRM” properties—that is, properties 
constructed before their community’s first flood insur¬ 
ance rate map (FIRM) was created. The option would 
also eliminate an annual surcharge of $25 for primary 
residences and $250 for other properties. To replace the 
collections forgone by eliminating the surcharge, the 
option would increase the reserve fund assessment, which 
is currently set by the Federal Emergency Management 
Agency at 15 percent, to 23 percent. CBO estimates that 
implementing those changes would reduce spending by 
$1.3 billion over the 2019-2028 period. Those savings 
are uncertain, because two related factors are likewise 
uncertain: the number of pre-FIRM properties that 
would have received discounted rates in the absence of 
the changes and the way the changes would affect the 
number of property owners who chose to purchase insur¬ 
ance through the National Flood Insurance Program. 

Option A-3. Tighten Eligibility for the 
Supplemental Nutrition Assistance Program 

This option would eliminate broad-based categorical 
eligibility for the Supplemental Nutrition Assistance 
Program (SNAP) for some households. Specifically, for 
households that do not include an elderly or disabled 
person and are eligible for SNAP under current law 
because all household members receive or are autho¬ 
rized to receive noncash benefits from the Temporary 
Assistance for Needy Families (TANF) program, eligi¬ 
bility for SNAP would instead be determined through 
income and asset requirements. CBO estimates that the 
option would yield federal savings of $8.1 billion from 
2019 to 2028. The largest source of uncertainty in that 
estimate is CBO’s estimate of the number of participants 
who would be affected by the option. To estimate that 
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number, CBO relies on administrative data that include 
detailed information about participants’ income but do 
not generally include information about their assets. As 
a result, determining precisely how many people would 
remain eligible for SNAP if they were subject to the asset 
requirements is difficult. 

RELATED OPTIONS: Mandatory Spending, “Convert Multiple 
Assistance Programs for Lower-Income People Into Smaller Block 
Grants to States” (page 89), “Eliminate Subsidies for Certain 
Meals in the National School Lunch, School Breakfast, 
and Child and Adult Care Food Programs” (page 92) 

Option A-4. Reduce Pension Benefits for 
New Federal Retirees 

This option would reduce spending on the Federal 
Employees Retirement System by decreasing the 
pensions of most federal workers who retired in 
January 2019 or later. For those retirees, the formula 
for calculating the basic annuity would be changed so 
that the annuity was based on the average of employees’ 
earnings over the five consecutive years when they earned 
the most. (Currently, the annuity is based on the average 
of the three consecutive years when employees earned the 
most.) That change would save the federal government 
$2.9 billion from 2019 through 2028, CBO estimates. 
Those savings are uncertain and depend on a number 
of factors, including CBO’s projections of salary growth 
and of when employees choose to retire. 

RELATED OPTIONS: Revenues, “Increase Federal Civilian 
Employees’ Contributions to the Federal Employees Retirement 
System” (page 304); Appendix, Mandatory Spending, “Eliminate 
the Special Retirement Supplement for New Federal Retirees” 

(page 310) 

Option A-5. Eliminate the Special Retirement 
Supplement for New Federal Retirees 

Part of the Federal Employees Retirement System is the 
Special Retirement Supplement—income that employees 
who are eligible to retire before age 62 can receive until 
they become eligible for Social Security benefits at that 
age. This option would eliminate the Special Retirement 
Supplement for federal workers who retired in 
January 2019 or later. The option would save the federal 
government $5.3 billion from 2019 through 2028, CBO 
estimates. Uncertainty about the option’s savings stems 


from CBO’s projections of federal workers’ salary growth 
and retirement rates, which are themselves uncertain. 

RELATED OPTIONS: Revenues, “Increase Federal Civilian 
Employees’ Contributions to the Federal Employees Retirement 
System” (page 304); Appendix, Mandatory Spending, “Reduce 
Pension Benefits for New Federal Retirees” (page 310) 

Discretionary Spending Options 

The following options would reduce the deficit by reduc¬ 
ing discretionary spending, provided that federal appro¬ 
priations were reduced accordingly. 

Option A-6. Eliminate Certain Forest Service Programs 

This option would eliminate two entities within the U.S. 
Forest Service: the State and Private Forestry program 
and U.S. Forest Service R&D (Forest and Rangeland 
Research). Those entities examine and mitigate environ¬ 
mental concerns, such as threats to forests from insects, 
disease, and invasive plants. They also help businesses 
and other stakeholders sustainably manage and use natu¬ 
ral resources—for instance, by developing new products, 
such as wood-based chemicals. Provided that federal 
appropriations were reduced accordingly, eliminating 
the programs would save $6.4 billion through 2028, 
CBO estimates. The eliminated appropriations would 
not immediately decrease outlays by the same amount 
because funds appropriated in one year are typically 
spent over many years. One source of CBO’s uncertainty 
about the option’s savings is that the process of shutting 
down programs might cost more than CBO anticipates, 
which could limit savings in the near term. Another is 
that the agency’s baseline projections of the programs’ 
costs, against which the option’s savings are measured, 
are themselves uncertain. 

Option A-7. Limit the Number of Cities Receiving 
Urban Areas Security Initiative Grants 

This option would limit the cities receiving Urban Areas 
Security Initiative grants to the 10 cities at highest risk, 
as determined by the Department of Flomeland Security. 
Cities use the grants for efforts to prevent terrorism and 
recover from it. Provided that federal appropriations were 
reduced accordingly, the option would save $1.2 billion 
through 2028, CBO estimates. Those savings are uncer¬ 
tain and depend on various factors, including the risk of 
terrorism in cities across the country. 
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Option A-8. Eliminate the International Trade 
Administration’s Trade-Promotion Activities 

The International Trade Administration (ITA) supports 
U.S. businesses that sell their goods and services abroad. 
Part of ITA’s work is promoting trade by assisting 
domestic companies that are either new to the exporting 
process or trying to increase their exports. To do that, 
ITA assesses the companies’ competitiveness in foreign 
markets and develops trade and investment policies to 
promote the companies’ exports. This option would 
eliminate those trade-promotion activities. CBO esti¬ 
mates that eliminating them would save $3.0 billion 
through 2028, provided that federal appropriations were 
reduced accordingly. Uncertainty about this option’s 
savings stems primarily from uncertainty about baseline 
projections of the activities’ costs, against which those 
savings are measured. Furthermore, if ITA’s priorities 
shifted between trade promotion and other activities, the 
expected savings would change as well. 

Option A-9. Convert the Home Equity Conversion 
Mortgage Program Into a Direct Loan Program 

This option would replace the Home Equity Conversion 
Mortgage (HECM) program with a direct loan program 
in 2020. Instead of guaranteeing reverse mortgages 
that private lenders originate, the Federal Housing 


Administration (FHA) would make loan disbursements 
directly to borrowers. 

Using the budgetary procedures prescribed by the 
Federal Credit Reform Act of 1990, CBO projects 
that if FHA charged borrowers an interest rate similar 
to those charged by private lenders, the option would 
result in discretionary savings with a net present value of 
$3.1 billion from 2020 to 2028, provided that federal 
appropriations were reduced accordingly. (A present 
value is a single number that expresses a flow of current 
and future payments in terms of an equivalent lump 
sum paid today; the present value of future cash flows 
depends on the rate of interest, or discount rate, that 
is used to translate them into current dollars.) Using 
fair-value accounting—an alternative method that is 
based on market values and that more comprehensively 
accounts for the risk that the government assumes in 
guaranteeing or making loans—CBO projects that net 
discretionary savings would amount to $6.9 billion over 
the same period. The savings are uncertain and depend 
on a number of factors, including CBO’s projections of 
interest rates, house prices, and the size of the HECM 
program, as well as CBO’s assessment of how lenders and 
borrowers would react to such a change. 
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